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KEYNOTE® SYSTEMS, INC., THE INTERNET
PERFORMANCE AUTHORITY, IS THE GLOBAL
LEADER N INTERNET PERFORMANCE
MANAGEMENT AND TESTING SERVICES

THAT IMPROVE THE QUALITY OF E-BUSINESS.
KEYNOTE'S SERVICES ENABLE CORPORATE
ENTERPRISES TO BENCHMARK, DIAGNOSE,
TEST AND MANAGE THEIR E-BUSINESS
APPLICATIONS AND SYS;I'EMS, BOTH INSIDE
AND OUTSIDE THE FIREWALL. APPROXIMATELY
2,300 CORPORATE IT DEPARTMENTS AND
16,000 INDIVIDUAL SUBSCRIBERS RELY ON
KEYNOTE’S EASY-TO-USE AND COST-EFFECTIVE
SERVICES TO MEET THEIR TOTAL PERFORM-
ANCE MANAGEMENT AND TESTING NEEDS.

FOUNDED IN 1995 AND:HEADQUARTERED [N
SAN MATEO, CALIFORNIA, KEYNOTE SYSTEMS
EMPLOYED 227 PECOPLE AT THE END OF
FISCAL YEAR 2002. THE COMPANY'S STOCK
IS TRADED ON THE NA§DAQ NATIONAL
MARKET UNDER THE SY"MBOL KEYN.

This annual report contains forward-looking statements within the meaning of Section 27A of the Securities Act of 1933 and Section 2LE of the Securities Exchange Act
of 1934 and is subject to theisafe harbor provisions of those sections. These forward-looking statements include, but are not limited to, statements concerning Keynote's
growth oppostunities and thoss in its industry. These forward-looking statements involve risks and uncertainties, including those described in the documents Keynote files
from time to time with the Seturities and Exchange Commission, which could cause Keynote's actual results to differ materially from. those anticipated by these forward-
looking statements. Amang others, factors that could cause actual results to differ materially include Keynote’s ability to develop and introduce new services in a timely
manner and customer acceptance of new services, the extent to which demand for Keynote's web performance benchmarking services fluctuates and the extent to which
other service limes can continée to increase as a percentage of total revenue, Keynote's unproven business model, which makes it difficutt to evaluate its current business
and future prospects, Keynote''s reliance on existing customers, particularly enterprise customers, renewing their subscriptions and purchasing additional services, pricing
pressure with respect to Keynéte‘s services and competition in Keynote's market. Keynote undertakes no obligation to update any information in this document.



With the continuing protiferation of the Internet, business enterprises
around the world increasingly rely on their e-business applications and

systems to gain a competitive advantage. And that’'s why benchmarking,
testing and managing the end-to-end performance of those applications

nas become crucial for business success.

At Keynote, we call it | ToTAL PERFORMANCE MANAGEMENT. | By any name,
it enables enterprises to reduce costs, increase their return on investment,
deliver an optimal quality of experience to end-users, and keep customers
satisfied. It all paves the path to revenue growth and greater profits.

That’s why performance matters. And when it comes {0 performance
matters, no company matters more than Keynote Systems.



To OuvkR STOCKHOLDERS, CUSTOMERS, PARTNERS AND EMPLOYEES:

Performance does indeed matter. Just as the performance of e-business applications
and systems are vital to the success of enterprises everywhere, so the performance of a
publicly held company matters to its stockholders. During a time when the economy in
general—and Internet companies in particular—have been struggling in the face of a
difficult global business climate, I'm pleased to report that Keynote performed well in
meeting its strategic objectives in fiscal year 2002.

First of all, we STRENGT X EN ZD ouRr LEADERSHIP POSITION IN KEYNOTE’S CORE
BUSINESS, THE PERFORMANCE BENCHMARKING MARKETPLACE. We leveraged our existing
infrastructure and continued to transform the company by making significant inrcads
into the testing and application performance management (APM) markets that round
out Keynote's total performance management strategy. We introduced new services
across all segments of our business, expanded our partnerships, and engaged in a pair
of key acquisitions. All of these activities solidified Keynote’s position as the Internet

Performance Authority, paving the way for growth in the years ahead.

®EYNOTE'S Enhanced Hosted Transaction Performance Management Service
RECENTLY GARNERED A FOUR-STAR RATING IN A REVIEW BY ZIFF DAVIS' NEW ARCHITECT MAGAZINE.

As the performance of individual Web pages improves and more and
more business transactions are executed, the emphasis shifts from
the performance of any single Web page (URL) to the performance of
the multiple URLs involved in an e-business transaction. The new
Transaction Perspective provides an unrivaled ability to identify—
and now, to diagnose—performance problems across every element
of every page In a transaction.
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LFor the fiscal year ended September 30, 2002,| Keynote reported revenue of $37.9

million, compared to $45.6 million for the previous year. Keynote reported a net loss
under United States Generally Accepted Accounting Principles (GAAP) for fiscal year
2002 of $65.5 million, or $2.35 per share, compared to a GAAP net loss of $56.4
million, or $2.04 per share, for fiscal year 2001. The net loss for fiscal year 2002
includes a lease termination charge, acquisition-related charges, amortization of
intangible assets and stock-based compensation, and the cumulative effect of a change
in accounting principle for the write-off of goodwill totaling $56.9 million. The net
loss for fiscal year 20071 included a goodwill impairment charge, excess facility costs,
and impairment and amortization of intangible assets and amortization of stock-based
compensation totaling $59.4 million. The company ended the year with a strong bal-

ance sheet, with cash and short-term investments totaling $239.3 million, and no debt.

PERFORMANCE THAT MATTERS. While Keynote's financial performance for fiscal year 2002 was
affected by continued softness in the worldwide economy, we were successful in execut-
ing our corporate strategy. That strategy, initially explained in last year’s annual report,
is based on leveraging our core business to transform the company and take advantage of

even larger market opportunities open to the unique value that Keynote provides.

J Our benchmarking core business remains strong. By our estimates, Keynote today owns

approximately an 80% share of the $40 million e-business performance benchmarking
market. We remain committed to this market, and we believe that the introduction of

new and enhanced services has significantly strengthened our leadership position.




(7 "Because Motorola is the global leader in providing integrated communications \\

and embedded electronic solutions, we need a global company to provide performance

kind of reach. Web Site Perspective™ and Transaction Perspective™ provide the deep r
|| diagnostics we need to efficiently monitor the performance and availability of our

</ solutions for our e-business applications. Keynote’s distributed network gives us that "\i>
N

\\, critical e-business applications.” <

TOBY REDSHAW  Corporate Vice President & Director of IT Strategy, Architecture & e-Business, Motarola
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Z ) BEYOND OUR PERFORMANCE BENCHMARK-
ING CORE BUSINESS TO ADDRESS THE MUCH LARGER MARKET FOR PROVIDING PERFORMANCE TESTING

AND APPLICATION PERFORMANCE MANAGEMENT HOSTED SERVICES THAT MEET THE INCREASINGLY COMPLEX
IT NEEDS OF LARGE ENTERPRISE CUSTOMERS. According to research conducted by Dain Rauscher
Wessels, the market for managed development, testing and monitoring could surpass $500
million by 2004—providing Keynote with significant growth opportunities that go well

beyond our core business.

I'm pleased to report we made great strides in penetrating this new market, as evidenced by
the fact that revenue from our testing and APM services represented more than 30% of

Keynote's business in the fourth quarter of FY2002—up from virtually nothing at all just

two years ago. As a result, we now have a | viable presence | in all three areas of total per-

formance management, enabling Keynote to provide the most comprehensive end-to-end

e-business benchmarking, testing, diagnostic and management services in the industry.

O Testing & APM
C Benchmarking

L TESTING & APM
REVENUE GROWTH




KEYNOTE IS FOCUSED ON THE ENTERPRISE WITH CUSTOMERS IN MEARLY EVERY
IMPORTANT VERTICAL INDUSTRY, INCLUDING SUCH LEADING COMPANIES AS:
CUSTOMERS
AMERICAN EXPRESS GE REL
AT&T WIRELESS HEWLETT PACKARD SBC
BARNES & NOBLE IBM SPRINT PCS
BOISE CASCADE JP MORGAN CHASE STATE FARM
CISCO SYSTEMS MICRQSOQFT STAPLES
COLUMBIA HOUSE MOTOROLA UNITED PARCEL SERVICE
DELL NORTHWESTERN MUTUAL WELLS FARGO
DUPONT OFFICE DEPOT
FOXSPORTS.COM OVERTURE
A SERVICES-BASED BUSINESS MoDEL 5

A big reason for Keynote's success is that our hosted-services business model provides

significant advantages over existing and inflexible software-only-based approaches.

Business enterprises are discovering that no single software solution is robust enough

to diagnose and manage performance problems across their entire e-business infrastruc-
tures, both inside and ocutside the corporate firewall. Keynote’'s performance management
services enable us to function as a one-stop distributed "total performance lab” for the
Internet and e-business, allowing our enterprise customers to ensure accuracy and avoid

costly mistakes—all while leveraging their existing information technology investments.

The numbers tell the story. By the close of fiscal year 2002, Keynote’s | customer base

was comprised of approximately 2,300 companies and 16,000 individual Web masters

and Internet professionals. We serve 70% of the Media Matrix Top 50 Web Sites, and 57 of

the Fortune 100 companies.

Further proof of why Keynote is a leader in performance matters is evidenced by the
numerous industry awards we continued to receive last year. These included the
“BEST OF BREED” award in Internet Week’'s lab test review of Web site monitoring tools,
Network Computing’s “WELL-CONNECTED” Network Systems and Management Product of the

Year award, and designation by the Entrepreneurs Foundation as “2002 COMPANY OF THE YEAR.”

V/"/

"We live by the mission-critical performance data that Keynote services provide.
’ The new diagnostics in Web Site Perspective and Transaction Perspective

\’\’ allow us, for the first time, to bring all the pieces together and gain a

new level of granularity. The latest enhancements to these services provide

a quantum leap in our ability to isolate and address problems quickly.”

ROD KETCHUM  Systems Architect, Recreational Equipment Incorporated (REI)




’ KEYNDTE MAINTAINS STRATEGIC INTEGRATION AND CHANNEL
' RELATIONSHIPS WITH MARKET LEADERS INCLUDING:

PARTMERS IL
AKAMAL HP !
! AT&T I1BM ‘
! COMPUTER ASSOCIATES MICROMUSE
CABLE & WIRELESS QWEST COMMUNICATIONS
EDS VERISIGN

KeeriING GooDp COMPANY

—
Acquisitions and | partnerships ’Lplayed a big role in Keynote's strategy during fiscal year

2002. We strengthened our testing capabilities targeted at small- to medium-sized
e-business sites by acquiring NetMechanic® an award-winning provider of services used to
test, improve and monitor Web sites. And shortly after the end of the fiscal year we
announced the acquisition of Enviz and its WebEffective®™ testing service, which diagnoses

and improves Web effectiveness by testing the quality of user experience.

Just as acquisitions have helped expand the breadth of Keynote’s services, strategic part-
nerships with key cutsourcing vendors, consultants and enterprise management companies
continue to help us expand our reach. At the end of fiscal year 2002, the Keynote
KeyPartner program had grown to more than 50 companies, including such market lead-

ers as Computer Associates, EDS, IBM and VeriSign.

In management news of note, Keynote added three new board members during the year:
Mohan Gyani, former president and CEO of AT&T Wireless Mobility Services, Dr.Deborah
Rieman, retired president and CEO of Check Point Software Technologies, and Geoffrey

Penney, executive vice president and chief information officer for the Charles Schwab

Corporation. WE ALSO SIGNIFICANTLY .. .5 . © % " OUR SALES AND MARKETING CAPABILITIES
THROUGHOUT OUR ORGANIZATION, A REFLECTION OF THE FUNDAMENTAL SHIFT ENTAILED IN FOCUSING ON

THE TECHNICAL AND FIELD SERVICE NEEDS OF OUR ENTERPRISE CUSTOMERS.

7
“Wells Fargo must provide top quality of service for millions of online customers 24 hours
a day, seven days a week. Keynote's state-of-the-art, cost-effective e-commerce bench-
<< marking and Web performance management services help us to ensure that our e-business
infrastructure performs optimally. As the online banking pioneer and leader, we use
. Keynote's solutions to help provide industry-leading customer service.”
AN

GEORGE CHENG  Senior Vice President, Internet Services Development, Wells Fargo
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“An enterprise’s Web site must perform beyond its customer’s expectations. This is a \“\‘
multi-faceted challenge that is beyond simple Web site speed and includes content value \
and integrity, ease of use and the capacity to maintain speed under load. Enterprises >>
achieve the best results by blending their internal operation support systems with external ( 1
monitoring, testing, and consulting services.” ﬂ

BILL GASSMAN Research Director, Gartner, Inc.

PERFORMANCE MATTERS

In a year characterized by extremely difficult global business conditions, I believe that
Keynote’s performance has placed us in an excellent position to resume growth when
the economy ultimately improves. DUR MARKET LEADERSHIP, BRAND RECOGNITION AND BREADTH AND

AR

Q7 new
DEPTH OF SERVICES © | vl A ¥R R . WHEN IT COMES TO BENCHMARKING, TESTING AND MANAGING

E-BUSINESS APPLICATIONS AND SYSTEMS.

Because performance matters to e-business, we're confident that Keynote will increas-
ingly matter to our customers. I want to thank all of those customers—along with

our stockholders, partners and employees—for their support in our efforts to advance
the frontiers of total performance management. And on behalf of everyone at our com-
pany, I look forward to improving our performance and providing outstanding stock-

holder value in the year ahead.

UMANG GUPTA

Chairman of the Board and Chief Executive Officer




KEYNOTE SOLUTIONS AT A GLANCE

PERFORMANCE MANAGEMENT

Accurately determine how well your Web sites, transactions and

audio/video streams are performing, and whether or not your
Service Level Objectives (SLO) are being achieved.

DATA & DIAGNOSTIC SERVICES

Web Site Perspective™

Diagnose Web site performance
problems and benchmark the
speed and reliability of your
Web site across dial-up, DSL,
cable or T-3 connections.

Transaction Perspective™

Detect, diagnose and repair
transaction problems in your

e-business infrastructure.

Streaming Perspective™

Assure the performance of your
Windows Media, Real Audio
and Real Video streams from
the end-user perspective.

Wireless Perspective™

Measure performance across
major wireless networks in the
U.S. and Europe using actual
mobile devices.

Performance Indices

Compare your performance
to top business, retail, and
financial Web sites as well as
top Web sites across different
geographies.

Red Alert™

A mission-critical Web site

monitoring service that informs

you by e-mail or pager whenev-
er an application experiences
problems with availability.

Traffic Perspective™

Analyze the business impact of
performance with real-time
traffic analysis.

Keynote Diagnostic Services
Get around-the-clock access
to experts and diagnostic
capabilities to help accelerate

your problem resolution.

ENTERPRISE AGENTS & ADAPTERS

i Private Agents

Correlate your Keynote

i Perspective data with measure-

: ments from within your data
center, on your extranets, or
from within your infrastructure
! for quick triage and diagnosis
of performance problems.

i Enterprise Adapters

Easily integrate Keynote and

i Red Alert events into enterprise
management systems including
i Tivoli, Unicenter, and virtually

any SNMP-capable application.
i Data Feeds

Download raw Keynote data in
real-time via XML using Data
Pulse, or our HTTPS Data
Feed service.

PERFORMANMCE TESTING

Identify your true capacity,
isolate bottlenecks and meet
end-user demand with our
capacity planning and testing
solutions. Improve the total
end-user experience with
testing solutions designed to
identify capacity, content and
user experience problems.

TESTING SERVICES & APPLIANCES

LoadSuite

A load-testing offering that com-
bines both our LoadPro and
Test Perspective services to help
you meet all your ongoing

‘Web application testing needs.

Test Perspective™
Run highly realistic load and

stress tests on demand and
receive immediate feedback
on modifications you make to
your Web site.

LoadPro

Certify your entire Web infra~
structure, avoid over- or under-
provisioning, and determine
the cost of not providing

100% availability.

WebEffective™

Analyze the behavior and
experiences of actual end-users

i on your site with Keynote’s

total quality of experience
testing service.

tTM

WeblIntegrity

Automatically check HTML
compliance, link integrity, and
browser compatibility for
large-scale enterprise Web sites.

NetMechanic®

‘Webmaster tools to identify
common HTML coding prob-
lems, optimize search engines,
identify browser compatibility
problems, and resolve a variety
of Web site issues.

PROFESSIONAL SERVICES

Keynote Professional Services
offers the expertise you need to
optimize your infrastructure.

PROFESSIONAL SERVICES

Web Site Audits

Learn how you can tune and
improve your infrastructure

while staying within your budget.

Service Level Agreements

Receive guidelines for creating
SLAs that match your business

requirements.

Custom Development/Indices

Meet your specific data and
informational needs with cus-
tomized performance reports.

Custom Measurements

If you need data outside the
realm of our standard measure-
ments, Keynote can gather
custom measurements.

Site Optimization

Fine tune your Web site with
expert diagnostic, comparative,
and competitive analysis.
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FORWARD-LOOKING STATEMENTS

Except for historical information, this annual report contains forward-looking statements within the
meaning of Section 27A of the Securities Act of 1933 and Section 21E of the Securities Exchange Act of 1934.
These forward-looking statements involve risks and uncertainties, including, among other things, statements
regarding our anticipated revenue, margins, costs and expenses. These forward-looking statements include,
among others, statements including the words “expect,” “anticipate,” “intend,” “believe” and similar language.
Our actual results may differ significantly from those projected in the forward-looking statements. Factors that
might cause or contribute to these differences include, but are not limited to, those discussed in the section
“Management’s Discussion and Analysis of Financial Condition and Results of Operations—Factors That May
Impact Future Operating Results” and elsewhere in this report. You should carefully review the risks described in
other documents we file from time to time with the Securities and Exchange Commission, including the quarterly
reports on Form 10-Q and current reports on Form 8-K that we may file in fiscal 2003. You are cautioned not to
place undue reliance on the forward-looking statements, which speak only as of the date of this annual report on
Form 10-K. We undertake no obligation to publicly release any revisions to the forward-looking statements or
reflect events or circumstances after the date of this document.

The trademarks of Keynote Systems, Inc. in the United States and other countries include Keynote®,
Perspective®, the Internet Performance Authority®, MyKeynote™ and the names of our services and performance
indices. This report may also contain trademarks and/or registered trademarks of other companies and
organizations.




PART I

Item 1. Business.
Overview

Keynote offers services that enable enterprises to benchmark, test and manage their electronic business, or
e-business, applications and systems, both inside and outside the firewall. Our services are designed to provide
“total performance management” by allowing enterprise customers to improve the quality of their e-business
from the end-user perspective through cost-effective and easy-to-use web performance management and testing
solutions. We provide outsourced services and appliances, which do not require complex and costly software
implementations, configuration or maintenance by our customers. We believe that enterprises who use our
services can leverage their existing software and hardware, improve customer satisfaction and reduce capital
expenditures.

QOur web performance management services, which consists of our web performance benchmarking and
application performance management services, allow customers to benchmark, assure and improve the end-to-
end performance of their e-business applications and systems. Our web performance testing services offer a
range of services that test a variety of aspects of a web site from technical efficiency to end-user experience.

The foundation of our web performance management and testing services is an extensive network of
strategically located measurement computers, running our proprietary software, connected to the major Internet
backbones in over S0 cities worldwide, plus a sophisticated operations center for collecting, analyzing and
disseminating web site performance and availability data. This infrastructure, together with our services, and in
some cases, with Keynote-managed appliances placed within customers’ infrastructure, provide customers the
ability to access their results in real-time over the Internet through any standard web browser.

Cur web performance management services measure and analyze performance data 24 hours a day, 7 days
a week from an end-user perspective. We had over 1,680 measurement computers deployed in over 50 cities and
in over 120 locations on September 30, 2002. As of September 30, 2002, our measurement computers measured
the performance of approximately 8,150 universal resource locators, or URLs.

We offer our web performance benchmarking services, some of our application performance management
and testing services on a subscription basis. Subscription fees vary based on the number of URLs measured, the
number of measurement locations, the number of devices monitored, the frequency of the measurements, the
additional features ordered, and the type of services. We offer consulting and support services, which are part of
our application performance measurement and testing services, on a per engagement basis. Consulting and
support services revenue has represented 10% or less of total revenue to date.




Keynote Services

We currently offer the following services:

Date of

Service Introduction
Web Performance Benchmarking Services:

Web Site Perspective—Business Edition ............. ... . ... . ...... April 1997

Web Site Perspective—Consumer Edition .............. ... ........... December 1999

Transaction Perspective . ....... ... i e April 1999

Streaming Perspective .......... ... October 2000

Wireless Perspective .. ... ... .. . October 2001

Application Performance Management Services:
Red Alert ... .o August 2000

Enterprise Perspective:

Private Agents .. ... i January 1999

Enterprise Adapters ............ .. e July 2001

Traffic Perspective ... ... . e July 2002
Keynote Diagnostic Services .. ..........oiuiiieiiiiii i November 2001

Web Perfermance Testing Services:

LoadPro . ... oo e July 2000
Test Perspective ... ..ot July 2001
WebEffective .. ... e October 2002
Weblntegrity ... ... e October 2002
NetMechanic ...................... PSP July 2002

Web Performance Management Services

Our web performance management services consist of web performance benchmarking services and
application performance management services. Our web performance management services enable customers to
measure the performance of their e-business sites for reporting and comparison purposes, assure their
performance for the purposes of internal and external service level agreements, alert when problems arise to
expedite the time to repair, and diagnose performance problems to assign problems to the appropriate people
within an organization to reduce downtime. Using these services, our customers can also compare their
performance against competing sites selected by the customer and also against our performance indices such as
the Keynote Business 40 Index, the Keynote Consumer 40 Index, The Keynote Web Broker Trading Index or
other vertical-industry indexes.

Our web performance management services include reporting, alarming and on-demand diagnostic tools
and expertise. Performance measurements are delivered to our data center, headquartered in San Mateo,
California, and can be accessed by our customers in real-time via MyKeynote, our browser-based web interface,
through a daily email report or through direct raw data feeds. Customers can configure threshold-based
performance alarms based on response times and error counts. When performance degradation occurs,
notification alarms are sent to customers via email or pager systems or integrated directly into event management
systems such as CA Unicenter, HP Openview or IBM Tivoli.




Web Performance Benchmarking Services

Our web benchmarking services measure and monitor e-business sites from the end-user perspective, using
our worldwide infrastructure of measurement computers. Our benchmarking services include our Perspective
family of services. Our customers typically enter into an initial three to twelve month subscription agreement to
purchase our benchmarking services and then may choose to renew these services on an annual, semi-annual or
month-to-month basis. These services enable customers to analyze full-page measurement data, from worldwide
locations over high speed (T3) and low speed (56kb modems) connections, to pinpoint and address the cause of a
performance delay. A full-page download consists of a hypertext markup language, or HTML, page along with
all associated images and complex page structures. The full-page download time can be further dissected into
network level components, such as domain name service lookup time or redirect time, as well as web-level
information such as individual page level components such as GIFs, Javascript and flash content. This level of
detail allows network engineers and web site managers to precisely pinpoint the cause of any performance delay
and quickly resolve it. As changes are made to web site content, connectivity or architecture, the resulting effect
on performance can also be precisely measured and compared.

We also maintain automated diagnostic centers at all measurement locations which allow our customers to
investigate performance bottlenecks and delays using on-demand diagnostics. Customers can trace a URL
request from any location, performing error analysis and pinpointing which Internet service provider, backbone
provider or other source is responsible for the performance delay.

Our web performance benchmarking services consist of the following:

Web Site Perspective. These services enable customers to measure web site performance from multiple
points on the Internet, giving insight into what the end-users are experiencing. We offer two editions of these
services:

s Business Edition. This service enables customers to quickly identify and diagnose problems with
web sites accessed through T-3 and other high-speed business connections on major backbones.

o Consumer Edition. 'This service enables customers to measure a user’s web site experience using the
various Internet access methods typically used in homes, such as dial-up connections, cable modems
and digital subscriber lines. This service provides web site operators with information about how their
web sites perform for lower-bandwidth users, the performance of secure pages, SSLs, acrass phone
lines and impact of graphical content on the performance of a web page.

Transaction Perspective. This service measures the time it takes to execute an interactive transaction that
involves the display of multiple web pages, such as placing an online stock trade order. This service provides
customers with accurate and timely information they need to compare and trend performance, monitor
compliance with Service Level Agreements, or SLAs, and detect, diagnose and repair end-to-end performance
problems in their business infrastructure.

Streaming Perspective. This service monitors the quality of streaming audio and video on the Internet
from our worldwide infrastructure. Streaming Perspective supports Real Media from Real Networks and
Windows Media from Microsoft, the two primary standards on the Internet.

Wireless Perspective. This service measures the performance of wireless data services from major cities
across major wireless networks, using actual wireless devices. We support over 25 devices, including Palm OS
devices, RIM pagers, Short Message Service, or SMS, and Wireless Application Protocol, or WAP, phones.




Application Performance Management Services

Used with our benchmarking services, our application performance management services provide
additional monitoring and diagnostic capabilities from within our customers’ data centers and from behind their
corporate firewalls. Our application management performance management services consist of the following:

Red Alert. We offer monitoring and alarm services with our Red Alert service. Red Alert monitors a
customer’s Internet connection, web servers, and routers at least four times each hour throughout the day, and
emails or pages the customer whenever the site becomes inaccessible, returns incorrect data, or is slow in
responding to connection requests. Red Alert can monitor virtually any Internet device, including secure web
servers, mail servers and domain name servers.

Enterprise Perspective. This family of services is designed to help customers correlate their performance
inside and outside the firewall, understand how internal device failures affect end-user performance, and monitor
end-to-end performance data from a single console. This family consists of the following services:

o  Enterprise Adapters. Our enterprise adapters are designed to allow our customers to integrate our
end-user and Internet performance data into their existing enterprise management systems, so that
customers can effectively maintain the availability of their web-based applications on either side of
the firewall. Our services are certified with IBM Tivoli, CA Unicenter, HP Openview and any simple
network management protocol, or SNMP, compliant system.

= Private Agents. Private Agents are measurement computers placed inside or outside a customer’s
firewall as directed by the customer and measure the performance of internal networks, system
architecture, and other local processes. When combined with our other Perspective services, Private
Agents enable customers to correlate web performance inside the firewall with what end users are
experiencing outside of the firewall, which is designed to enable a faster and more precise trouble-
shooting. :

»  Traffic Perspective. This service combines information about real-time end-user traffic with data
collected by our benchmarking services to create a non-intrusive service to quantify, isolate, diagnose
and resolve web performance issues.

Keynote Diagnostic Service. This service offers three service levels that provide advanced diagnostic
assistance and premier service capabilities across all of our benchmarking, application performance management
and testing services.

Professional Services. Our professional services organization provides engagement-based and ongoing
custom services to our customers. When certain data is not available from our standard measurement services,
our professional services organization can create and deploy agents to gather the specific performance data a
customer wants. Some of the services our professional services organization can provide include:

s Custom Developed Reports. We can develop reports on a daily, weekly or monthly basis and deliver
them via email and to a web site.

*  Expert Analysis. 'We assist customers in fine-tuning web sites to achieve optimum service levels. We
provide:

e Diagnostic analysis—to identify and resolve performance and availability problems.
*  Comparative analysis—to understand trends in performance.
»  Competitive analysis—to improve competitive performance.

e Best Practices. We can assist in instituting best practices to help customers design web site
infrastructure to optimize e-business performance. We also offer SLA Design to create Service Level
Agreements and return on investment analysis to clarify and identify the successful elements.
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Web Performance Testing Services

To meet customers’ needs to develop, deploy, and maintain complex, dynamically generated web sites, we
offer testing services for load testing, content testing and user experience testing. Our testing services are
designed to simulate realistic conditions for testing performance. All of our testing services are deployed in
flexible ways to meet customer needs. Some services, such as LoadPro and WebEffective, are offered as full-
service engagements, and others, such as Test Perspective and Weblntegrity, are offered on a self-service basis.
For fuil-service engagements of LoadPro or WebEffective, we provide a team of professional service consultants
who can provide a methodology and testing expertise for our customers.

Our web performance testing services consist of the following:

o LoadPro. This load-testing service is designed for pre-deployment testing of web sites. We create
loads that simulate the complexity of the Internet and the behavior of end-users. These test conditions
allow our customers to simulate how their web sites will perform before deployment. Our testing
professionals complete an analysis of the load-testing results and recommend solutions to our
customers.

o Test Perspective. This service is a cost-effective alternative to our LoadPro service and allows
customers to run diagnostic tests, and load tests on demand, and receive immediate feedback on
modifications made on a web site or any other aspect of the network. Test Perspective is a service
hosted by us that provides self-service control for day-to-day testing of web site changes, periodic
load tests, or diagnostic tests to pinpoint unexpected network or infrastructure performance problems.

e WebEffective. This service enables customers to test, understand and improve the total quality of
user experience of their web sites. WebEffective provides diagnostic tools that are designed to deliver
a comprehensive understanding of what real users do. Available as a fully outsourced service or as a
hosted service, WebEffective determines whether a web site is effective in meeting its business goals,
and quickly identifies site effectiveness problems.

o Weblntegrity. This is a web site content testing service developed to meet the testing needs of
enterprises operating large web sites. Weblntegrity adds an additional layer of testing functionality to
Keynote’s testing solutions, and is offered to customers either as a service hosted by us or is a self-
service appliance placed within a customer’s infrastructure. It provides link integrity testing, HTML
standards conformance testing, browser compatibility testing and spell check. Users of the tool can
also configure their tests with the optional parameter to identify areas of their web site that may not
conform to Section 508 of the U.S. Rehabilitation Act of 1973, which requires that web sites and
pages be accessible to individuals with disabilities.

o NetMechanic. This is a self-service, web site content testing service for smaller web sites.
NetMechanic provides content checking, including link integrity testing, browser compatibility testing
and spell check for sites that use standard HTML coding. Over 16,000 individual subscribers used
NetMechanic, as of September 30, 2002, to test their web sites before or after deploying new changes.

Technology and Infrastructure

Our performance measurement infrastructure consists of three key components: measurement and data
collection infrastructure, our operations and data center, and reporting and analysis tools.

Measurement and Data Collection Infrastructure

Our measurement computers are Windows-based computers that run our proprietary software to replicate
the experience of a user accessing web sites through a standard web browser. We designed our measurement-
computer software to perform thousands of download measurements concurrently without distorting or affecting
the integrity of any single measurement. The measurement computers are located at the facilities of Internet

8




service providers that are selected to be statistically representative of Internet users. At some locations, we
employ multiple Internet connections and install equipment racks that can accommodate multiple measurement
computers. The hosting arrangements for our measurement computers typically have terms ranging from three
months to one year. We typically pay a small set-up fee and pay monthly fees to continue to locate the
measurement computers at these locations. We also pay additional monthly fees for communications lines.

These measurement computers access a web site to download web pages and execute multi-page
transactions, while taking measurements of every component in the process. The computers take measurements
continually throughout the day, at intervals as short as three minutes, depending on the customer’s requirements
and subscription service level.

As of September 30, 2002, we had deployed more than 1,680 measurement computers in 61 domestic and
62 international locations, with some locations having multiple measurement computers in order to provide
different types of measurement services or to accommodate changes in measurement volume. We continually
upgrade and balance our network capacity to meet the needs of our customers.

Operations and Database Center

Our operations center, located in San Mateo, California, is designed to be scalable to support large numbers
of measurement computers and to store, analyze and manage large amounts of data from these computers. Our
measurement computers receive instructions from, and return collected data to, our operations center. The data is
stored in a large database that incorporates a proprietary transaction-processing system that we designed to be
efficient in storing and delivering measurement data with fast response times. We also employ many proprietary,
high-performance application server computers that manage the collection of measurement data, the insertion of
the data into our database and the dissemination of this data to our customers in a variety of forms and delivery
methods.

Reporting and Analysis Tools
We offer the following tools for reporting and analysis of performance measurement data:

o Pager and Email Alerts. Our customers can be notified by email or pager when download times
exceed a particular value in specific cities or error counts indicate that a web site is unresponsive.

o Daily Email Reports. Our customers can receive a daily email that summarizes the performance and
availability of measured web sites and compares them to industry averages for the same time period.

o Web-Based Analysis. Using their web browsers and a password, our customers can access our online
interface, MyKeynote, to retrieve, view and analyze measurement data in multiple formats.

o Data Feed. Cur customers can retrieve measurement data through an application program interface,
or API, or through bulk file transfers using an industry-standard file-transfer protocol. This allows our
customers to embed our measurement data in their own software to create custom data-analysis
applications.

Customers

We sell the majority of our services to our customers on a subscription basis. For the year ended
September 30, 2002, no one customer accounted for more than 10% of our total revenue. As of September 30,
2002, we provided services to approximately 2,350 companies including 62 of the Fortune 100 companies.

Our 10 largest customers, based on revenue for the fiscal year ended September 30, 2002, were Akamai,
American Express, Compaq Computer (acquired by Hewlett-Packard in May 2002), Cable & Wireless, Federal

Reserve Information, Hewlett-Packard, IBM, Intermedia Communications/Digex, Microsoft and Sprint.
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Safes, Marketing and Customer Support
Sales

We sell our services to our largest customers through our field sales organization and to our small- to
medium-sized customers through our telesales organization. Over the past year, we have shifted our sales model
from primarily a telesales model to an enterprise team sales model. In addition, we have focused on named
accounts, which are some of our large enterprise customers, and several vertical markets such as government,
online retail, and financial services. Qur enterprise sales teams consist of direct sales representatives and sales
engineers who serve as technical resources, located in 10 metropolitan areas across the United States to allow
increased face-to-face interaction with our largest customers. In addition to the enterprise sales teams across the
country, we have telesales personnel located in San Mateo, California and Plano, Texas. These telesales
personnel focus primarily on our small- to medium-sized customers and also provide telephone and email sales
support and customer service to our enterprise customers. We believe that through the combined use of our
enterprise sales teams and telesales personnel, we are able to efficiently focus our sales resources on interfacing
with a large variety of customers, which is designed to ensure customer satisfaction. We also believe this enables
us to quickly offer new services to our existing customers. We also market and sell a few of our services through
our self-service web site, where customers can sign up and try, purchase, and use our services.

In addition, domestically, we distribute our services through web-hosting and Internet service providers
such as IBM Global Services and EDS, who manage e-business web sites for other companies. These companies
sell or bundle our services to their customer base as a value-added service and as a management tool for their
customers’ web sites. We also sell to content distribution providers, such as Akamai and Cable & Wireless, who
use our services as a pre-sales tool for their potential customers or in service level agreements with their existing
customers. We also market our services through several other technology companies, such as VeriSign, on a
“lead referred” basis. Internationally, we use a direct sales approach in the United Kingdom and sell through
reseller partners throughout the rest of Europe, the Middle East, Africa and Asia.

Marketing

We maintain an active marketing program designed to demonstrate to Fortune 1000 companies the breadth
and depth of our web performance management and testing technology. We have established and are building on
our brand as The Internet Performance Authority. We are actively expanding our services to provide our
customers with “total performance management” which is designed to encompass all aspects of user experience
as it relates to e-business.

Our marketing program includes advertising, Internet marketing, trade events, public relations, and our
own Global Internet Performance Conferences. Our semiannual Global Internet Performance Conference events,
held in New York and San Francisco, provide an opportunity for us and our partners to brief industry chief
information officers, chief technology officers, information technology executives, and network administrators
on emerging solutions, new methodologies, and best practices to help customers optimize e-business
performance. We use these conferences to update customers on our latest performance services, and to deliver a
broader understanding of the role our services can play in optimizing e-business. We also sponsor a series of
regional Performance Briefings to give executives in key markets insight into our “total performance
management” strategy.

Another key element of our marketing strategy is our industry-standard benchmark indices that evaluate
and rank the relative performance of various Web sites. Our indices include:

o Keynote Business 40 Internet Performance Index. 40 selected business web sites measured for
performance and availability every 15 minutes using high speed connections.

o Keynote Consumer 40 Internet Performance Index. 40 selected consumer web sites measured for
performance and availability every 15 minutes using dial-up, cable modem and DSL connections.
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o Keynote Government 40 Internet Performance Index. 40 key federal government web sites.

o Keynote Web Broker Trading Index. 15 leading online trading sites, based on performance and
success rates of actual stock buy-order transactions submitted on their web sites.

Customer Support

We believe that a high level of customer support is important to our success. We believe our customers
view our services as a way to improve their ability to provide a high quality of service in their e-business.
Therefore, we provide customer support by email and telephone. We develop and expand our customer support
services based on feedback received from our existing customers and formal customer satisfaction surveys
conducted by an independent third party.

In November 2001, we introduced our fee-based Keynote Diagnostic Services (initially known as Advanced
Technical Services), which provides three different diagnostic level packages. Our diagnostic services offer a range
of services from less complex technical support to more demanding, in-depth support and diagnostic needs of
enterprise customers on a 24 hours a day, 7 days a week basis. These services provide advanced diagnostic
assistance and premier service capabilities across all of our benchmarking, application performance management
and testing services.

Research and Development

The Internet is characterized by rapid technological developments, frequent new application or service
introductions and evolving industry standards. The ongoing evolution of the Internet requires us to continually
improve the functionality, features and reliability of our web performance management and web performance
testing services, particularly in response to competing offerings. Therefore, we believe that our future success
will depend in large part on our ability to maintain and enhance our current services and to develop or acquire
new services and technologies that achieve market acceptance. The success of service introductions depends on
several factors, including properly defining the scope of the new services and timely completion, introduction
and market acceptance of our new services. If new Internet, networking or telecommunication technologies or
standards are widely adopted or if other technological changes occur, we may need to expend significant
resources to adapt our services.

Our research and development expenses were $8.4 million for the fiscal year ended September 30, 2002,
$7.3 million for the fiscal year ended September 30, 2001, and $5.5 million for the fiscal year ended
September 30, 2000.

Competition

The market for web performance benchmarking, testing, and application performance management
services is rapidly evolving. Qur competitors vary in size and in the scope and breadth of the products and
services that they offer. We face competition from companies that offer software and services with features
similar to our services such as Mercury Interactive, Gomez Advisors, Segue Software, WatchFire, and a variety
of small companies that offer a combination of testing, market research capabilities and data. While we believe
these services are not as comprehensive as ours, customers could still choose to use these services or these
companies could enhance their services to offer all of the features we offer. As we expand the scope of our
products and services, we expect to encounter many additional market-specific competitors.

We could also face competition from other companies, which currently do not offer services similar to our
services, but offer software or services related to web performance benchmarking, testing, and application
performance management, such as WebCriteria, MIDS Matrix IQ Service, and INS INSoft Division, an unit of
Lucent Technologies, and free services that measure web site availability, including Internet Weather Report, a
unit of MIDS Matrix IQ Service. In addition, companies that sell systems management software, such as
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BMC Software, CompuWare, CA-Unicenter, HP-Openview, Quest Software, NetlQ, Precise Software and IBM’s
Tivoli Unit, with some of whom we have strategic relationships, could choose to offer services similar to ours.

In the future, we intend to expand our service offerings and to continue to measure the impact of new
Internet technologies such as Internet telephony, wireless networking, and Web Services and, as a result, could
face competition from other companies. Some of our existing and future competitors have or may have longer
operating histories, larger customer bases, greater brand recognition in similar businesses, and significantly
greater financial, marketing, technical and other resources. In addition, some of our competitors may be able to
devote greater resources to marketing and promotional campaigns, to adopt more aggressive pricing policies, and
to devote substantially more resources to technology and systems development.

Increased competition may result in price reductions, increased costs of providing our services and loss of
market share, any of which could seriously harm our business. We may not be able to compete successfully
against our current and future competitors.

Intellectual Property

We are a technology company whose success depends on developing and protecting our intellectual
property assets.

Intellectual Property Assets

Qur principal intellectual property assets consist of our trademarks, service marks, our patents, our patent
applications and the proprietary software we developed to provide our services. Trademarks are important to our
business because they represent our brand name and we use them in our marketing and promotional activities as
well as in the delivery of our services. Our trademarks include our registered trademark Keynote, Perspective,
and The Internet Performance Authority. Our trademark on Keynote is pending registration outside of the United
States. We have other trademarks that have not been registered with the U.S. Patent and Trademark Office.

We currently have two issued U.S. patent and no foreign patents. We have six pending U:S. patent
applications and no pending foreign patent applications related to our web performance management and web
performance testing services. It is possible that no patents will be issued from our currently pending patent
applications and that our issued patents or potential future patents may be found invalid or unenforceable, or
otherwise be successfully challenged. It is also possible that any patent issued to us may not provide us with any
competitive advantages, that we may not develop future proprietary products or technologies that can be
patented, and that the patents of others may seriously limit our ability to do business. In this regard, we have not
performed any comprehensive analysis of patents of others that may limit our ability to do business.

Our proprietary software consists of the software we developed or acquired that is an integral part of our
testing and application performance management services as well as that which collects, stores, and delivers our
measurement data to customers. We have also developed software that we use to provision and process customer
orders and billings.

Protection of Our Intellectual Property

The intellectual property we use in our business is important to us. Despite our efforts, we may be unable
to prevent others from infringing upon or misappropriating our intellectual property, which could harm our
business.

Legal standards relating to the validity, enforceability and scope of protection of intellectual property rights
in Internet-related industries are uncertain and still evolving, and the future viability or value of any of our
intellectual property rights is uncertain. Effective trademark, copyright and trade secret protection may not be
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available in every country in which our products are distributed or made available. Furthermore, our competitors
may independently develop similar technology that substantially limits the value of our intellectual property, or
they may design around patents issued to us.

The use of our services by many of our customers is governed by a web-based subscription agreement, but
for some of our larger customers, additional terms and conditions may be added by means of a formal, written
contract. Each time customers use our services, they “click” on a web page to agree to terms and conditions that
are posted on our web site, and our relationship with these customers is then governed by these terms and
conditions and any written agreements that may exist. There is a possibility that a court, arbiter or regulatory
body could deem this type of agreement to be invalid or determine that the terms and conditions governing the
agreement do not fully protect our intellectual property rights. If that were to occur, our business could be
harmed.

Although we are not currently engaged in litigation, we may in the future need to initiate a lawsuit to
enforce our intellectual property rights and to protect our patents, trademarks and copyrights. Any litigation
could result in substantial costs and diversion of resources and could seriously harm our business. To date, we
have not been notified that our technologies infringe the proprietary rights of anyone. We cannot assure you that
others will not claim that we have infringed proprietary rights with respect to past, current or future technologies.
We expect that we could become subject to intellectual property infringement claims as the number of our
competitors grows and our services overlap with competitive offerings. These claims, even if not meritorious,
could be expensive and divert management’s attention from operating our company. If we become liable for
infringing the intellectual property rights of others, we would be required to pay a substantial damage award and
to develop non-infringing technology, obtain a license or cease selling the services that contain the infringing
intellectual property. We may be unable to develop non-infringing technology or to obtain a license on
commercially reasonable terms, if at all.

Licensed Technology

We license certain statistical, graphical and database technologies from third parties. We cannot assure you
that these technology licenses will not infringe the proprietary rights of others or will continue to be available to
us on commercially reasonable terms, if at all. The loss of this technology could require us to obtain substitute
technology of lower quality or performance standards or at greater cost. If we do not obtain or develop substitute
technology, we could be unable to offer all of the features or functionality that we desire to include in our
services.

Employees

As of September 30, 2002, we had a total of 227 employees, of which 221 were based in the United States,
and 6 were based internationally. None of our employees are represented by a collective bargaining agreement
nor have we experienced any work stoppage. We believe that our relationships with our employees are good. Our
future success depends on our ability to attract, motivate and retain our key personnel. We may be unable to
retain our key employees, including our management team, and experienced engineers, or to attract, assimilate or
retain other highly qualified employees. Although a number of other technology companies have also
implemented workforce reductions, there remains substantial competition for highly skilled employees with
experience in the Internet industry, which requires a unique knowledge base. None of our key employees are
bound by agreements that could prevent them from terminating their employment at any time.

Item 2. Properties.

As of September 30, 2002, our facilities primarily consisted of our headquarters building in San Mateo,
California, a 188,000 square foot building which we own. We currently occupy approximately 67,000 square feet
of this facility which is our principal sales/marketing, product development and administrative location and
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contains our operations personnel and data center. We purchased the building from our lessor on September 30,
2002, before the expiration of the synthetic lease arrangement in 2005. We believe that our facilities are adequate
for our current and future needs. We also have a five-year lease, expiring in December 2005, for approximately
8,000 square feet of office space in Plano, Texas, for our Red Alert and NetMechanic operations. We also have a
lease, expiring in April 2003, for 1,615 square feet of office space in Seattle, Washington, for our wireless
operations. See Note 12 of the Notes to Consolidated Financial Statements for additional information regarding
our lease agreements.

ftem 3. Legal Proceedings.

Beginning on August 16, 2001, a number of class action lawsuits were filed in the United States District
Court for the Southern District of New York against us, certain of our officers, and the underwriters of our initial
public offering. These lawsuits are essentially identical, and were brought on behalf of those who purchased our
securities between September 24, 1999 and August 19, 2001. These complaints allege generally that the
underwriters in certain initial public offerings, including ours, allocated shares in those initial public offerings in
unfair or unlawful ways, such as requiring the purchaser to agree to buy in the aftermarket at a higher price or to
buy shares in other companies with higher than normal commissions. The complaint also alleges that we had a
duty to disclose the activities of the underwriters in the registration statement relating to our initial public
offering. The complaints have been consolidated into a single action with cases brought against over three
hundred other issuers and their underwriters that make similar allegations regarding the initial public offerings of
those issuers. The plaintiffs’ counsel and the individual named defendants’ counsel have reached an agreement
whereby the individual named defendants have been dismissed from the case, without any payments by us. The
case against the underwriters and us continues, however, plaintiffs’ counsel and the underwriters have both been
offered settlement proposals. We are currently evaluating each proposal. We believe the claims are without merit
and intend to defend the actions vigorously. However, these claims, even if not meritorious, could be expensive
to defend and divert management’s attention from operating our company.

We are subject to legal proceedings, claims, and litigation arising in the ordinary course of business. While
the outcome of these matters is currently not determinable, management does not expect that the ultimate costs to
resolve these matters will have a material adverse effect on the Company’s consolidated financial position,
results of operations, or cash flows.

Item 4. Submission of Matters to a Vote of Security Holders.

Not applicable.

Htem 4A. Executive Officers.

The following table presents information regarding our executive officers as of December 19, 2002:

Name A_g«z Position

Umang Gupta ....................... 53 Chairman of the Board and Chief Executive Officer
JohnFlavio............ ... ........ 55 Senior Vice President of Finance and Chief Financial Cfficer
Donald Aoki ........... ... ... ... 45  Vice President of Engineering

Lloyd Taylor ....................... . 44 Vice President of Operations

Richard Rudolph .................... 40  Vice President of Worldwide Sales

Arnold Waldstein .. .............. . ... 53 Vice President of Marketing and Business Development

Umang Gupta has served as one of our directors since September 1997 and as our chief executive officer
and chairman of the board of directors since December 1997. Previously, he was a private investor and an
advisor to high-technology companies and the founder and chairman of the board and chief executive officer of
Centura Software Corporation. He previously held various positions with Oracle Corporation and IBM.
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Mr. Gupta holds a B.S. degree in chemical engineering from the Indian Institute of Technology, Kanpur, India,
and an M.B.A. degree from Kent State University.

John Flavio has served as our chief financial officer since July 1999 and as our senior vice president of
finance since October 2001. From July 1999 to October 2001, he also served as our vice president of finance.
From July 1993 to July 1999, he served as chief financial officer, senior vice president, administration and
finance, secretary and treasurer of Mosaix Inc., a provider of call management systems and customer relationship
management applications, which was acquired by Lucent Technologies in July 1999. Mr. Flavio holds a B.S.
degree in finance from Santa Clara University and is a certified public accountant.

Donald Aoki has served as our vice president of engineering since May 1997. From December 1994 to May
1997, he served as a business unit general manager of Aspect Telecommunications, a supplier of customer
relational management solutions. Mr. Acoki holds a B.S. degree in computer science from the University of
Southern California and a M.S. degree in electrical engineering and computer science from the Massachusetts
Institute of Technology.

Lloyd Taylor has served as our vice president of operations since January 1999. From January 1997 to
December 1998, he served as vice president of technical operations of the Web Site Management Group of
Digex, Inc., a web site management services company. Mr. Taylor holds an M.S.E.E. degree in electrical
engineering from Johns Hopkins University and a B.S.E.E. degree in electrical engineering and a B.S.C.S. degree
in computer science, each from Washington University.

Richard Rudolph has served as our vice president of worldwide sale since December 2001. From February
2001 to December 2001, he served as senior vice president of global sales and business development for
webHancer Corporation, a provider of web performance measurement and analysis. From April 1999 to January
2001, he served as vice president of sales at WebTrends, a web site performance measurement and analysis
company. From June 1997 to April 1999, he held sales positions at Extensis Corporation, a provider of products
and services for electronic publishing. Mr. Rudolph holds a B.S. degree in economics from Oregon State
University.

Arnold Waldstein has served as our vice president of marketing and business development since April
2002. From May 1999 to March 2002, Mr. Waldstein served as vice president of marketing and strategic
alliances for Moai Technologies, an online strategic sourcing company. From March 1998 to May 1999, he
founded and served as chief executive officer of Waldstein Consulting, a boutique consulting firm. From
February 1996 to February 1998, he served as vice president of marketing and business development at Electric
Communities, an online services company. Mr. Waldstein holds a B.A. degree in English from Ohio University.
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PART II

Item 5. Market for Registrant’s Common Stock and Related Stockholder Matters.
Price Range of Common Stock

Our common stock has traded on the Nasdaq National Market under the symbol “KEYN” since our initial
public offering on September 24, 1999. Prior to this time, there was no public market for our common stock. On
December 19, 2002, we had 22,999,772 shares of our common stock outstanding held by 136 stockholders of
record. Because many brokers and other institutions hold our stock on behalf of stockholders, we believe the total
number of beneficial holders is greater than that represented by these record holders. The following table
presents the high and low sales price per share of our common stock for the period indicated, as reported on the

Nasdaq National Market:
High Lew
Fiscal Year ended September 30, 2002
Fourth QUAarter . ... ...ttt e e e e $ 765 $ 6.07
Third Quarter ... ... .o i e e e 9.75 7.15
Second QUaIEr . .. oo e e 10.50 8.40
FIrst QUAIEr . . oo et e e e e 9.40 6.95
Fiscal Year ended September 30, 2001
Fourth QUarter . ... ...... .. ..ttt $1095 §$ 6.50
Third QUarter .. ......ov i e 14.10 8.75
Second QUATTET . . vttt e e e e e 18.25 9.88
First QUarter ... ... e 29.31 1250

The market price of our common stock has fluctuated in the past and is likely to fluctuate in the future. In
addition, the market prices of securities of other technology companies, particularly Internet-related companies,
have been highly volatile. This volatility is often unrelated to the operating performance of these companies. -
Factors that may have a significant effect on the market price of our common stock include:

o actual or anticipated variations in our quarterly operating results;

o announcements of new Internet performance measurement service offerings by us or our competitors;
o announcements of technological innovations;

o competitive developments;

o changes in financial estimates by securities analysts;

= failure in one or more future quarters of our operating results to meet the expectations of securities
analysts or investors;

° changes in market valuations of Internet-related companies;
o additions or departures of key personnel, notably our management team and experienced engineers;
o conditions and trends in the Internet industries; and

o general economic conditions.

Dividend Policy

We have never declared or paid any cash dividends on our common stock or other securities. In addition,
the synthetic lease arrangement with respect to our headquarters building, which was terminated in
September 30, 2002, prevented us from paying cash dividends. We do not anticipate paying cash dividends in the
foreseeable future.
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Item 6. Selected Consolidated Financial Data.

The following selected consolidated financial data should be read in conjunction with the Consolidated
Financial Statements and related Notes appearing in Item 8, and “Management’s Discussion and Analysis of
Financial Condition and Results of Operations’ appearing in Item 7 in this Annual Report on Form 10-K. The
consolidated statement of operations data for the years ended September 30, 2002, 2001, and 2000, and the
consolidated balance sheet data as of September 30, 2002 and 2001, are derived from and are qualified in their
entirety by our Consolidated Financial Statements that have been audited by KPMG LLP, independent auditors,
and which are included in Item 8 in this Annual Report on Form 10-K. The consolidated statement of operations
data for the year ended September 30, 1999 and 1998, and the consolidated balance sheet data as of
September 30, 2000, 1999, and 1998, are derived from our audited consolidated financial statements which do
not appear in this report. The historical results presented below are not necessarily indicative of the results to be
expected for any future fiscal year.

Years Ended September 30,
2002(1) 20061(2) 2000 1999 1598
(in thousands, except per share data)

Statement of Operations Data:

Totalrevenue ............ .. ... i iiiiiriin.. $ 37,940 $ 45,629 $ 33,767 $ 7,272 $1,539
Loss from operations before cumulative effect of a

change in accounting principle ................... (74,366) (74,083) (17,180) (7,015) (2,957)
Net loss before cumulative effect of a change in

accounting principle .............. ... (62,367) (56,401) (2,715)  (7,110) (2,918)
Cumulative effect of a change in accounting principle .. (3,160) — — — —
NEt1OSS ..o e (65,527)  (56,401) 2,715 (7,110) (2,918)
Basic and diluted net loss per share before cumulative

effect of a change in accounting principle .......... (2.24) (2.04) 0.1 (1.54) (1.10)
Basic and diluted net loss pershare ................. (2.35) 2.04) 0.11) (154 (1.10)
Balance Sheet Data:
Cash, cash equivalents, and short-term investments . . . . . $239,287 $254,193 $260,201 $64,647 $ 2,293
Restrictedcash ......... ... .. i, —_ 85,000 85,000 —_ —
Total cash, cash equivalents, short-term investments and

restricted cash . ... ... ... . 239,287 339,193 345,201 64,647 2,293
Total @SSets ..o\t e 285,781 372,664 408,611 71,071 3,918
Long-term obligations . . ...t — — 791 2,842 303
Redeemable convertible preferred stock .. ............ — — — — 8,529
Total stockholders’ equity (deficit) .................. 271,455 343,119 392,080 63,242  (5,552)

(1) The results of operations for fiscal 2002 include: (a) a non-recurring lease termination charge of
$52.0 million we recorded in connection with the purchase of our headquarters building, and (b) a non-cash
charge of $3.2 million to reflect the cumulative effect of a change in accounting principle for the write-off
of the remaining goodwill as of October 1, 2001. The results of operations for fiscal 2002 exclude the
amortization of goodwill in accordance with SFAS No. 142 which we adopted effective October 1, 2001,
but includes approximately $1.7 million related to the amortization of identifiable intangible assets, stock-
based compensation and in-process research and development. For information regarding comparability of
this data as it may relate to future periods, see discussion in Item 7, Management’s Discussion and Analysis
of Financial Condition and Results of Operations and Note 3 and Note 10 of the Notes to Consolidated
Financial Statements under Item 8 of this report.

(2) The results of operations for fiscal 2001 include: (a) a non-cash charge of $30.5 million for the impairment
of goodwill and identifiable intangible assets, (b) a non-cash charge of $11.0 million for certain costs related
to the unoccupied portion of our headquarters building, and (¢) a non-recurring charge of $271,000 for
restructuring costs. The results of operations for fiscal 2001 also includes approximately $17.9 million
related to the amortization of goodwill and identifiable intangible assets, stock-based compensation and
deferred compensation. For information regarding comparability of this data as it may relate to future
periods, see “Management’s Discussion and Analysis of Financial Condition and Results of Operations” in
Item 7 and Note 10 of the Notes to Consolidated Financial Statements under Item 8 of this report.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

Overview

We provide services that enable corporate enterprises to benchmark, test, and manage their electronic
business, or e-business, applications, and systems, both inside and outside the firewall. Our services are designed
to provide “total performance management” by allowing enterprise customers to improve the quality of their
e-business from the end-user perspective through cost-effective and easy-to-use web performance management
and testing solutions. We provide outsourced services and appliances, which do not require complex and costly
software implementations, configuration or maintenance by our customers. We believe that enterprises who use
our services leverage their existing software and hardware, improve customer satisfaction and reduce capital
expenditures.

Revenue consists of subscription services revenue and consulting and support services revenue.
Subscription services revenue consists of fees from subscriptions to our Internet measurement, monitoring,
testing and diagnostic services. Our subscription services revenue is generally deferred upon invoicing and is
recognized ratably over the service period, generally ranging from one to twelve months. For some customers,
subscription services revenue is invoiced monthly upon completion of the services. Deferred revenue is
comprised primarily of deferred subscription services revenue. All unearned revenue is recorded as deferred
revenue on our balance sheet, and as of September 30, 2002, we had recorded approximately $5.1 million of
deferred revenue. We do not generally grant refunds during the initial subscription term. All discounts granted
are netted against revenue. Revenue is not recognized for free trial periods. Revenue from our consulting and
support services, which includes revenue from our load testing service, is recognized as the services are
performed, typically over a period of one to three months. For consulting projects that span more than one
month, we recognize revenue on a percentage-of-completion basis.

We derive and expect to continue to derive our revenue from the sale of our web performance
benchmarking, application performance management and testing services. A majority of our subscription revenue
comes from our web performance benchmarking services which includes our Perspective services. Subscription
revenue also includes our Red Alert and NetMechanic monitoring and alarm services, and our private agent
application performance management services. Our customers purchase these services for an initial three to
twelve month term and then may renew on an annual, semi-annual, or month-to-month basis.

Subscription fees can vary based on the number of URLs measured, the number of devices monitored, the
number of measurement locations, the frequency of the measurements, the number of private agents, the
additional features ordered, and the type of services purchased. We offer our consulting and support services on a
per engagement basis. Consulting and support services revenue amounted to approximately 10% and 5% of total
revenue for the years ended September 30, 2002 and 2001, respectively. We believe that consulting and support
services revenue may increase in the future somewhat as a percentage of total revenue, as we introduce additional
services that require consulting expertise and as our Keynote Diagnostic Services are more widely used.
However, we cannot assure you that this revenue will increase in absolute dollars in future periods.

We had total revenue of $37.9 million for the year ended September 30, 2002, $45.6 million for the year
ended September 30, 2001, and $33.8 million for the year ended September 30, 2000. We incurred net losses of
$65.5 million for the year ended September 30, 2002, $56.4 million for the year ended September 30, 2001, and
$2.7 million for the year ended September 30, 2000. During fiscal 2002, we continued to experience a reduction
in revenue from Internet service provider customers, e-commerce and ather Internet businesses. We expect to
incur losses in the future. We cannot assure you that we will become profitable, or, if we do, that we will sustain
profitability.

For the year ended September 30, 2002, our 10 largest customers accounted for approximately 29% of total

revenue. We cannot be certain that customers that have accounted for significant revenue in past periods,
individually or in aggregate, will renew our services and continue to generate revenue in any future period. In
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addition, our customers that do not have written contracts with us may terminate their services at any time with
little or no penalty. If we lose a major customer or a group of significant customers, our revenue could
significantly decline.

Results of Operations

The following table sets forth our revenue, expenses, interest income (expense) and net loss as a percentage
of total revenue for each of the three years ended September 30, 2002:

Years Ended
September 30,
20602 2001 2000
Revenue:
SubSCHIPHON SEIVICES . . . o\ttt e e e e e e e 90.1% 95.0%  96.0%
Consulting and SUPPOIT SEIVICES . . ..ottt ettt ie e 99 5.0 4.0
Totalrevenue . ... ... ... e 100.0 100.0 100.0
Expenses:
Costs of subscription Services .......... ..ot 30.5 29.3 28.4
Costs of consulting and support Services . ... ......c.cvvuiinen .. 9.0 6.5 5.8
Research and development . ... .. ... ... .. ... i 222 15.9 16.2
Salesand marketing . . ... ...t e 50.6 47.4 49.9
OPETatioNS . . ..ottt e e 20.6 16.9 14.4
General and administrative .. .......... ..t 21.4 15.4 16.1
Restructuring CostS ... ..ot — 1.0 —
Excess facility COStS . ..o\ oot e — 24.1 —
Lease termination charge . ......... ... ... . 137.1 — —
In-process research and development, other acquisition-related charges,
amortization and impairment of goodwill and identifiable intangible assets
and amortization of stock-based compensation ... ......... ... ... ..... 4.6 106.1 20.1
Total Operating eXpenses . ... ...oviu vttt 296.0 2624 150.9
Loss from operations before cumulative effect of a change in accounting
PrnCiple . ... e (196.0) (162.4) (50.9)
INErest INCOME . .. ..ottt e e e 31.8 41.1 44.5
INtErest EXPENSE . . o\ ottt et e e e 0.2) (1.0) (1.7
Provision for inCOME taXes . ... .. ..it vttt e et — (1.3) —
Net loss before cumulative effect of a change in accounting principle . .. (164.4)  (123.6) 8.0)
Cumulative effect of a change in accounting principle ....................... (8.3) —_ —
Net 0SS oot (172.7% (123.6)% (8.00%
Comparison of Fiscal Years Ended September 30, 2002 and 2001
Revenue
2002 2001 % Change
Subscription SErviCes . ... ..ottt $34,180 $43,428 2D%
Consulting and SUPPOIt SEIVICES ... ... vvvie it $ 3760 $ 2,201 1%

Subscription Services. Revenue from subscription services decreased by $9.2 million, or 21%, during the
year ended September 30, 2002 as compared to the year ended September 30, 2001. Subscription services
represented 90% of total revenue for the year ended September 30, 2002, and 95% of total revenue in the year
ended September 30, 2001. The decrease in revenue in absolute dollars was primarily attributable to lower sales
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to two types of customers — Internet service providers and e-commerce web sites — which declined from 30% of
total revenue for fiscal 2001 to 14% for fiscal 2002. We also experienced an increase in cancellations and
nonrenewals, The decrease in revenue was partially offset by an increase in the prices of some of our subscription
services during fiscal 2002. We do not distinguish between revenue generated by new customers and revenue
generated by existing customers.

Consulting and Support Services. Revenue from consulting and support services increased by
$1.6 million, or 71%, during the year ended September 30, 2002 as compared to the year ended September 30,
2001. Revenue from consulting and support services represented approximately 10% and 5% of total revenue for
the years ended September 30, 2002 and 2001, respectively. The increase in revenue in absolute dollars resulted
primarily from an increased number of large testing and consulting engagements during fiscal 2002 and our new
product offering, Keynote Diagnostic Services, that was introduced in November 2001. The increase as a
percentage of total revenue was due to the decrease in subscription services revenue. We believe that revenue
from consulting and support services will account for a greater portion of total revenue in the future as we
introduce additional services and increase our customer base.

For the years ended September 30, 2002 and 2001, no single customer accounted for more than 10% of
total revenue. At September 30, 2002, one customer accounted for more than 10% of total accounts receivable,
which receivable was collected subsequent to year-end.

We expect that total revenues for the first quarter of fiscal 2003 to be between $9.0 million and
$9.4 million.

Expenses:

Costs of Subscription Services and Consulting and Support Services

2002 2001 % Change
(In theusands)
Costs of subscription Services ... .......vviiivniunennnnennn-. $11,565 $13,388 (14)Y%
Costs of consulting and support services . . ........ooovvivnn... $ 3,408 $ 2,971 15%

Costs of Subscription Services. Costs of subscription services consist of connection fees to Internet service
providers for bandwidth usage of our measurement computers, which are located around the world, and
depreciation, maintenance and other equipment charges for our measurement and data collection infrastructure.
Costs of subscription services decreased by approximately $1.8 million, or 14%, during the year ended
September 30, 2002 as compared to the year ended September 30, 2001. This decrease was primarily due to
reduced costs for bandwidth and a reduction in our excess bandwidth capacity. In spite of the decrease in total
costs, costs of subscription services as a percentage of revenue increased to 34% of subscription service revenue in
fiscal 2002 as compared to 31% in fiscal 2001 due to decreasing subscription services revenue. We continue our
efforts to reduce costs or limit the increase in costs in future periods. We believe that costs of subscription services
in absolute dollars for the first quarter of fiscal 2003 will remain comparable to the fourth quarter of fiscal 2002.

Costs of Consulting and Support Services. Costs of consulting and support services consist of
compensation expenses and related costs for consulting and support service personnel, all load-testing bandwidth
costs and related network infrastructure costs. Costs of consulting and support services increased by $437,000, or
15%, during the year ended September 30, 2002 as compared to the year ended September 30, 2001. The
increase was primarily due to increased costs associated with large testing and consulting engagements during
fiscal 2002 and the introduction of our program of charging for Keynote Diagnostic Services (formerly known as
Advanced Technical Services) which has resulted in the costs of our Keynote Diagnostic services personnel
being included in costs of consulting and support services. Costs of consulting and support services were 91%
and 135% of consulting and support service revenue for the years ended September 30, 2002 and 2001,
respectively. The decrease in costs as a percentage of revenue was primarily from organizational changes
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implemented to improve productivity and reduce costs of delivering our consulting and support services. We
expect that the costs of consulting services as a percentage of consulting services revenue will continue to be
greater than the costs of subscription services as a percentage of subscription service revenue. We expect that
costs of consulting and support services in absolute dollars and as a percentage of revenue for the first quarter of
fiscal 2003 will be higher than the fourth quarter of fiscal 2002.

Research and Development

2002 2001 % Change
(In thousands)
Research and development . ............. .. ... ... .. $8,428 $7,256 16%

Research and development expenses consist primarily of compensation and related costs for research and
development personnel. Research and development expenses increased by $1.2 million, or 16%, during the year
ended September 30, 2002 as compared to the year ended September 30, 2001. This increase was due to the
increase in personnel to support our new offerings in our Test Perspective, Wireless Perspective and
NetMechanic services as well as costs incurred to enhance and expand our other current services. To date, all
research and development expenses have been expensed as incurred. We believe that a significant investment in
research and development is essential for us to maintain our market position and to continue to enhance and
expand our services. We anticipate that research and development expenses in absolute dollars for the first
quarter of fiscal 2003 will be higher than the fourth quarter of fiscal 2002 as a result of our acquisition of Enviz,
Inc. in October 2002.

Sales and Marketing
2002 2001 % Change
(In thousands)
" Salesand marketing . .. ... ...l $19,209 $21,626  (11)%

Sales and marketing expenses consist primarily of salaries, commissions and bonuses earned by sales and
marketing personnel, lead-referral fees, marketing programs and travel expenses. Our sales and marketing
expenses decreased by $2.4 million, or 11%, during the year ended September 30, 2002 as compared to the year
ended September 30, 2001. The decrease was primarily a result of the restructuring of our sales organization to
focus more resources on our large corporate customers and reduced spending on certain marketing programs. We
believe that continued investments in our sales and marketing efforts are essential for us to maintain our market
position and to further increase acceptance of our services. We believe that sales and marketing expenses in
absolute dollars for the first quarter of fiscal 2003 will be comparable to the fourth quarter of fiscal 2002.

Operations
2002 2001 % Change
(In thousands)

Operations . ...\ ... $7.804 $7722 1%

Operations expenses consist primarily of compensation and related costs for management and technical
support personnel who manage and maintain our field measurement and collection infrastructure, headquarters
data center and provide twenty-four by seven customer support to certain of our customers. Our operations
expenses increased by $82,000, or 1%, during the year ended September 30, 2002 as compared to the year ended
September 30, 2001. The slight increase in operations expenses was primarily related to the hiring of personnel
to manage and support our customer base and data center. We believe that continued investment in our
operations group is necessary to operate our measurement infrastructure, to successfully support our customer
base and further support our expanded service offerings. We anticipate that operations expenses in absolute
dollars for the first quarter of fiscal 2003 will be slightly lower than the fourth quarter of fiscal 2002.
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General and Administrative
2002 2001 % Change
(In thousands)

General and administrative . .......... ..ottt $8,137 $7,048 15%

General and administrative expenses consist primarily of salaries and related expenses, accounting, legal
and administrative expenses, insurance, professional service fees and other general corporate expenses. Our
general and administrative expenses increased by $1.1 million, or 15%, during the year ended September 30,
2002 as compared to the year ended September 30, 2001, The increase in our general and administrative
expenses was primarily related to hiring additional personnel to support our business as well as higher insurance,
personal property taxes, and occupancy costs. We anticipate that general and administrative expenses in absolute
dollars for the first quarter of fiscal 2003 will be slightly lower than the fourth quarter of fiscal 2002.

Restructuring Costs
2002 2001 % Change
(In thousands)
ReStructiuring COSIS .o\ttt t et ettt et e e et e e — 21 —

In April 2001, we incurred restructuring costs of $271,000 relating to a reduction in our workforce by
approximately 36 employees or 13% from March 31, 2001. The restructuring costs consisted of severance
payments, which were paid in full by June 30, 2001. We had no restructuring costs in fiscal 2002.

Excess Facility Costs
2002 2001 % Change
mthousands)

Excess facility cOSts .. ... oo —  $11,012 —

For the year ended September 30, 2001, we recorded a charge of $11.0 million for certain costs related to
the unoccupied portion of our headquarters building in San Mateo, California. At that time, we were and,
currently we are, occupying approximately 40% of the building, and we have been and are currently actively
seeking tenants for the remaining 60%. The $11.0 million charge included certain lease costs such as lease
expense, insurance, and property taxes. Other operating costs associated with the unoccupied space were reported
as incurred as operating expenses in fiscal 2002. On September 30, 2002, we terminated the synthetic lease
arrangement for our headquarters building by purchasing the property for a total of $85.7 million before the
expiration of the lease term in 2005. The remaining amount of the excess facility costs accrual of approximately
$9.3 million was reversed and offset the loss on termination of the lease we recorded in connection with the
purchase of the building, as described below. Because of the purchase of our headquarters building, we do not
anticipate incurring future excess facility charges.

Lease Termination Charge
2002 2001 % Change
(In thousanm

Lease termination Charge . ...t $52,028 — —

In July 2000, we entered into a five-year synthetic lease agreement for our corporate headquarters building
in San Mateo, California. On September 30, 2002, we terminated the lease by purchasing the property for a total
of $85.7 million. The lease, which was due to expire in 2005, provided for a residual guarantee of a total of
$85.0 million due at the end of the lease term or upon lease termination. Qur obligation was fully collateralized
with restricted cash of $85.0 million.
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After we entered into the lease in July 2000, real estate market conditions worsened, including a significant
increase in available space for lease and significant declines in corresponding lease rates for commercial
property. Accordingly, a loss on termination of this lease was recognized in connection with the purchase of the
building. The loss was calculated by comparing the purchase price of the building to its fair value. To determine
the fair value of the building, we had an independent real estate appraisal conducted, which indicated that the fair
value of the property was approximately $25.0 million. The calculated loss of approximately $60.7 million was
recorded in the fourth quarter of fiscal 2002. The $60.7 million loss on termination was adjusted for the reversal
of the remaining excess facility charge accrual and costs associated with the acquisition of the building, resulting
in a net charge to the consolidated statements of operations of approximately $52.0 million.

In-process Research and Development, Other Acquisition-Related Charges, Amortization and
Impairment of Goodwill and Identifiable Intangible Assets and Amortization of Stock-Based

Compensation
2002 2001 % Change
(In thousands)

Amortizationof goodwill ............. ... ... ... ... . $ — $10,642 —
Impairmentof goodwill .. ... ... ... ... .. ... .. i — 26,100 —
Impairment of identifiable intangible assets ..................... — 4,400 —
Amortization of identifiable intangible assets .. .................. 1,106 2,099 4N %
Amortization of stock-based compensation ..................... 421 341 23 %
In-process research and developmentcosts . ............ ... ... 200 — —
Amortization of deferred compensation ........... ... ..o o0 — 4,836 —
Total in-process research and development, other acquisition-related

charges, impairment and amortization of goodwill and identifiable

intangible assets, and amortization of stock-based compensation .. $1,727 $48,418 (96)%

In connection with the purchase of Velogic Inc. in June 2000, Digital Content, L.L.C. in August 2000, the
assets of the management service provider business of Envive Corporation in July 2001, the business of
onDevice Corporation in October 2001, and the acquisition of NetMechanic in May 2002, we recorded an
aggregate amount of approximately $44.1 million of goodwill and approximately $11.2 million of identifiable
intangible assets in fiscal 2000, fiscal 2001, and fiscal 2002.

We no longer amortize goodwill as of October 1, 2001, and have no remaining goodwill on our balance
sheet, as discussed in Note 3, “Cumulative Effect of a Change in Accounting Principle”, and Note 6, “Goodwill
and Other Intangible Assets”, of the Notes to the Consolidated Financial Statements. For the year ended
September 30, 2001, we recorded approximately $10.6 million in amortization of goodwill, approximately
$26.1 million in impairment of goodwill and approximately $4.4 million in impairment of identifiable intangible
assets.

We also recorded a charge of $3.2 million as a cumulative effect of a change in accounting principle for the
write-off of the remaining goodwill, as of October 1, 2001, associated with our Digital Content and Velogic
acquisitions. This is discussed below in greater detail under “Cumulative Effect of a Change in Accounting
Principle”.

For the year ended September 30, 2002, we recorded approximately $1.1 million in amortization of
identifiable intangible assets. For the year ended September 30, 2001, we recorded approximately $2.1 million in
amortization of identifiable intangible assets. Amortization of identifiable intangible assets decreased by
approximately $1.0 million in fiscal 2002 due to the impairment charge of approximately $4.4 million that we
recorded in fiscal 2001. As a result of the impairment charge, we had a lower identifiable intangible balance that
was amortized in fiscal 2002. At September 30, 2002, we had a remaining balance of approximately $2.9 million
of identifiable intangible assets that are being amortized over a three-year period from the date of acquisition.
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Certain options granted prior to June 30, 1999, have been considered to be compensatory, as the estimated
fair value for accounting purposes was greater than the stock price as determined by the board of directors on the
date of grant. As a result, we recorded amortization of deferred compensation expense of $421,000 during the
year ended September 30, 2002, compared to $341,000 for the year ended September 30, 2001. The increase in
the amortization of deferred compensation from fiscal 2001 to fiscal 2002 was associated with the termination of
former employees. As of September 30, 2002, we had a remaining balance of $31,000 included in deferred
compensation remaining to be amortized during fiscal 2003. Deferred compensation is amortized on a straight-
line basis over the vesting period of the options, and will be fully amortized by the end of fiscal 2003.

The in-process research and development charge of $200,000 for the year ended September 30, 2002
related to the estimated fair value of an acquired in-process research and development project that had not yet
reached technological feasibility and had no alternative future use, related to NetMechanic’s technology for web
site testing. The estimated fair value of this project was determined based on the actual costs incurred as of the
acquisition date. This amount was immediately expensed as of the acquisition date.

A portion of the consideration for the Digital Content acquisition, in the aggregate amount of $6.4 million,
was attributed to deferred compensation, and was fuily amortized by June 30, 2001. Total amortization of this
amount for fiscal 2001 was $4.8 million.

We review our identifiable intangible assets for impairment whenever events or changes in circumstances
indicate that the carrying amount of these assets may not be recoverable.

We expect the amortization of identifiable intangible assets and stock-based compensation to be
approximately $500,000 for the first quarter of fiscal 2003, assuming no additional acquisitions or impairment
charges. We expect the remaining carrying value of the identifiable intangible assets as of September 30, 2002,
as listed in the table below, will be fully amortized by October 2005.

Technology Customer

Based Based Trademark Total

Net carrying value at September 30,2002 ............ $2,653 $195 $11 $2,859
Interest Income and Interest Expense

2002 2001 % Change

(In thousands)

TNEEIESEINCOMMIE .« o v ot e et et e e e e e e e e e e e $12,075 $18,732 (36)%

Interest eXpense . .......o .t e (76) 450) (83)%

Interest INCOME, MEE . . v vttt e ettt e et $11,999 $18,282 (34)%

Net interest income decreased by $6.3 million, or 34%, during the year ended September 30, 2002 as
compared to the year ended September 30, 2001. Substantially all of the balance represents interest income from
our cash, short-term investments and restricted cash. This decrease was primarily due to the decline in interest
rates earned on our invested cash during fiscal 2002. We expect that net interest income will decline in fiscal
2003 due to a lower level of invested cash. We utilized $85.0 million of restricted cash for the purchase of our
headquarters building in September 2002, approximately $8.0 million for stock repurchases during fiscal 2002
and, in December 2002, we repurchased approximately 4.3 million shares for approximately $34.2 million
pursuant to an issuer tender offer completed in December 2002.
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Provision for Income Taxes

No benefit for federal, state, and foreign income taxes was recorded for the year ended September 30,
2002, because we provided a valuation allowance against the deferred tax assets generated from the operating
loss. A provision for state and foreign income taxes of $600,000 was recorded during the year ended
September 30, 2001. As of September 30, 2002, we had net operating loss carryforwards for U.S. federal and
foreign income tax reporting purposes of approximately $31.7 million, and $1.8 million, respectively, available
to reduce future income subject to income taxes. As of September 30, 2002, we had net operating loss
carryforwards for state income tax purposes of approximately $16.1 million available to reduce future income
subject to income taxes. The U.S. federal net operating loss carryforwards will begin to expire, if not utilized in
2010. The foreign net operating loss carryforwards will begin to expire in the year 2005. State net operating loss
carryforwards will begin to expire if not utilized in 2003. In addition, as of September 30, 2002, we had research
credit carryforwards for federal and California income tax purposes of approximately $765,000 and $683,000,
respectively, available to reduce future income taxes. The federal research credit carryforwards begin to expire in
the year 2010. The California research credit carryforwards are available indefinitely.

Deferred tax labilities have not been recognized for undistributed earnings of foreign subsidiaries because
it is management’s intention to reinvest such undistributed earnings outside the United States.

Federal and California tax laws impose substantial restrictions on the utilization of net operating loss and
credit carryforwards in the event of an “ownership change” for tax purposes, as defined in Section 382 of the
Internal Revenue Code. The Company has not yet determined whether an ownership change occurred due to
significant stock transactions in each of the reporting years disclosed. If an ownership change occurred,
utilization of the net operating loss carryforwards could be reduced significantly.

Cumulative Effect of a Change in Accounting Principle

2002 2001 % Change
(In thousands)
Cumulative effect of a change in accounting principle ................ $3,160 — —

As discussed in Note 3 of the Notes to the Consolidated Financial Statements, “Cumulative Effect of a
Change in Accounting Principle”, as a result of the implementation of Statement of Financial Accounting
Standard No. 142, we recorded a charge of approximately $3.2 million as a cumulative effect of a change in
accounting principle for the write-off of all the remaining goodwill associated with acquisitions prior to fiscal
year 2002, for the year ended September 30, 2002. Previously, for fiscal 2001, goodwill had been amortized and
amounted to approximately $10.6 million.

Comparison of Fiscal Years Ended September 30, 2001 and 2000

Revenues
2001 2000 % Change
(In thousands)
SubSCrIPiON SEIVICES .+ . o oottt e $43.428 $32.,366 34%
Consulting and SUPpPOIt SEIVICES .. ... vt vt $ 2,201 §$ 1,401 57%

Subscription Services. Revenues from subscription services increased by $11.1 million, or 34%, during
the year ended September 30, 2001 as compared to the year ended September 30, 2000. Subscription services
represented 95% of total revenues for the year ended September 30, 2001, and 96% of total revenues in the year
ended September 30, 2000. The increase in revenue was attributable to the increase in the number of new
customers, the increase in services revenue purchased by existing customers, and the introduction of new
services introduced during the year. During fiscal 2001, we experienced a reduction in revenue from Internet
service provider customers, e-commerce and other Internet businesses. We also experienced an increase in
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cancellations and nonrenewals. For the year ended September 30, 2001, no single customer accounted for more
than 10% of total revenues. For the year ended September 30, 2000, one customer accounted for approximately
10% of total revenues.

Consulting and Support Services. Revenues from consulting and support services increased by $800,000,
or 57%, during the year ended September 30, 2001 as compared to the year ended September 30, 2000. We
introduced our professional services offerings in January 1999. The increase resulted from the contribution of our
load-testing service which we began offering in July 2000, following our acquisition of Velogic, Inc.

Expenses:

Costs of Subscription Services and Consulting and Support Services

2001 2000 % Change
(In thousands)
Costs of subscription Services . ..........o.vvieiieeeinnenn... $13,388 $9,577 40%
Costs of consulting and support Services . . .......ovveerneeenn... $ 2971 $1,973 51%

Costs of Subscription Services. Costs of subscription services increased by approximately $3.8 million, or
40%, during the year ended September 30, 2001 as compared to the year ended September 30, 2000. This
increase was primarily due to the greater number of measurement computers deployed and additional bandwidth
consumption, resulting in higher connection fees and more depreciation and equipment charges. In addition, in
fiscal 2001, we continued to increase measurement capacity and bandwidth at our existing locations and expand
our measurement infrastructure. We also incurred one-time termination charges from various suppliers associated
with our bandwidth reduction efforts. In spite of the significant increase in total costs of subscription services as
a percentage of total revenue, costs of subscription services only increased by 1% as a percentage of subscription
service revenue in fiscal 2001 as compared to fiscal 2000.

Costs of Consulting and Support Services. Costs of consulting and support services consist of
compensation expenses for consulting personnel and network infrastructure costs associated with our load-testing
service. Due to the high level of costs associated with the early stage of our consulting and support service
offerings, costs of consulting services exceeded consulting and support services revenue in fiscal 2001 and
fiscal 2000.

Research and Development

2001 2000 % Change
(In thousands)
Research and development ........... ... ... c..ivieriiinann.n. $7,256 $5,468 33%

Research and development expenses increased by $1.8 million, or 33%, during the year ended
September 30, 2001 as compared to the year ended September 30, 2000. This increase was due to the increase in
software engineers, project management and quality assurance personnel as well as increased occupancy costs.

Sales and Marketing
2001 2000 % Change
(In thousands)
Salesand marketing ... ......... ... $21,626 $16,835 28%

Our sales and marketing expenses increased by $4.8 million, or 28%, during the year ended September 30,
2001 as compared to the year ended September 30, 2000. The increase was primarily due to our investment in
additional personnel in our sales and marketing organization and marketing programs, increased variable sales
compensation expense associated with higher revenues, and higher occupancy costs.
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Operations

2001 2000 % Change

(In thousands)
OPErations . . ..ottt e e e e e $7,722 $4,866 59%

Our operations expenses increased by $2.9 million, or 59%, during the year ended September 30, 2001 as
compared to the year ended September 30, 2000. The increase in operations expenses was primarily related to the
hiring of personnel to manage and support our larger customer base as well as higher occupancy costs. The
increase in operations expenses was also attributable to telecommunication fees related to the move of our data
center to our new building.

General and Administrative

2001 2000 % Change
(In thousands)
................................... $7,048 $5,442 30%

General and administrative

Our general and administrative expenses increased by $1.6 million, or 30%, during the year ended
September 30, 2001 as compared to the year ended September 30, 2000. The increase in our general and
administrative expenses was primarily related to hiring additional employees to support the growth of our

business.
Restructuring Costs
2001 2000 % Change
(In thousands)
ReStructuring COSES . . .« vv ittt e e $271  — —

In April 2001, we incurred restructuring costs of $271,000 relating to a reduction in our workforce. We
reduced our workforce by approximately 36 employees or 13% from March 31, 2001. The restructuring costs
consisted of severance payments, which were paid in full during the quarter ended June 30, 2001.

Excess Facility Costs

2001 2000 % Change

(In thousanﬁ)_
Excess facility costs . ... ... $11,012 — —

For the year ended September 30, 2001, we recorded a charge of $11.0 million for certain costs related to
the unoccupied portion of our headquarters building in San Mateo, California. We were occupying approximately
40% of the building, and were actively seeking tenants for the remaining 60%. The $11.0 million charge included
certain lease costs such as lease expense, insurance, and property taxes. Other operating costs associated with the
unoccupied space were reported as incurred as operating expenses in fiscal 2002 and 2001.
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Acguisition-Related Charges, Amortization and Impairment of Goodwill and Identifiable Intangible
Assets, and Amortization of Stock-Based Compensation

2001 2000 % Change
(In thousands)
Amortization of goodwill and identifiable intangible assets ......... $12,741 $4,846 163%
Impairment of goodwill and identifiable intangible assets .......... 30,500 — —
Amortization of deferred compensation ................. ... .... 4,836 1,600 202
Amortization of stock-based compensation ..................... 341 340 —
Total acquisition-related charges, amortization and
impairment of goodwill and identifiable intangible assets,
and amortization of stock-based compensation .. ............... $48,418 $6,786 613%

In connection with the purchase of Velogic Inc. in June 2000, Digital Content, L.L.C. in August 2000, and
the assets of the management service provider business of Envive Corporation (Envive) in July 2001, we
recorded approximately $52.7 million in goodwill and identifiable intangible assets. For the year ended
September 30, 2001, we recorded approximately $12.7 million in amortization of goodwill and identifiable
intangible assets, as compared to approximately $4.8 million in the year ended September 30, 2000. In addition,
for the year ended September 30, 2001, we recorded a charge for impairment of goodwill of approximately
$30.5 million

At September 30, 2001, we had a remaining balance of approximately $3.0 million in goodwill and
approximately $1.5 million in identifiable intangible assets. Identifiable intangible assets are being amortized

over 36 months.

The total impairment charge is summarized as follows (in thousands):

Other
Intangible
Goodwill Assets Total
Digital Content . ... .. ... e $ 3,100 $1,800 $ 4,900
VelogiC . oot 23,000 2,600 25,600
BnVIVE — — —
Total impairment charges .............................. $26,100 $4,400  $30,500

A portion of the consideration for the Digital Content acquisition, in the amount of $6.4 million was
attributed to deferred compensation, and was amortized over the six months ended March 31, 2001. For the year
ended September 30, 2001, we recorded approximately $4.8 million in acquisition-related amortization.

Some options granted prior to June 30, 1999, have been considered to be compensatory, as the estimated
fair value for accounting purposes was greater than the stock price as determined by the board of directors on the
date of grant. As a result, we recorded amortization of deferred compensation expense of $341,000 during the
year ended September 30, 2001 and $340,000 for the year ended September 30, 2000.

Interest Income and Interest Expense

2001 2000 % Change

(In thousands)
INtereSt INCOME . . vttt e e e e e e $18,732 $15,043 25 %
Interest eXpense . ...t (450) (578) (22)%
Interest INCOME, NEL . . .. vttt e $18,282 $14,465 26 %
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Net interest income increased $3.8 million or 26% during the year ended September 30, 2001 as compared
to the year ended September 30, 2000. This increase was primarily due to interest being earned for a full year on
our invested cash that was attributable to the proceeds we received in February 2000 from our public offering.

Provision for Income Taxes

A provision for state and foreign income taxes of $600,000 was recorded during the year ended
September 30, 2001. No benefit for federal, state, and foreign income taxes was recorded for the year ended
September 30, 2000. As of September 30, 2001, we had net operating loss carryforwards for U.S. federal and
foreign income tax reporting purposes of approximately $17.7 million, and $1.7 million, respectively, available
to reduce future income subject to income taxes. The U.S. federal net operating loss carryforwards will begin to
expire, if not utilized in 2010. The foreign net operating loss carryforwards will begin to expire in the year 2005.
State net operating loss carryforwards will begin to expire if not utilized in 2003. In addition, we had
approximately $13.4 million of net operating loss carryforwards available to reduce future taxable income, for
California state income tax purposes. The state net operating loss carryforwards will begin to expire, if not
utilized, in the year 2003. In addition, as of September 30, 2001, we had research credit carryforwards for federal
and California income tax purposes of approximately $713,000 and $607,000, respectively, available to reduce
future income taxes. The federal research credit carryforwards begin to expire in the year 2010. The California
research credit carryforwards expire indefinitely.

Deferred tax liabilities have not been recognized for undistributed earnings of foreign subsidiaries because
it is management’s intention to reinvest such undistributed earnings outside the United States.

Federal and California tax laws impose substantial restrictions on the utilization of net operating loss and
credit carryforwards in the event of an “ownership change” for tax purposes, as defined in Section 382 of the
Internal Revenue Code. The Company has not yet determined whether an ownership change occurred due to
significant stock transactions in each of the reporting years disclosed. If an ownership change occurred,
utilization of the net operating loss carryforwards could be reduced significantly.

Liguidity and Capital Resources for the Fiscal Years Ended September 30, 2002, 2061, and 2600

At September 30, 2002, we had approximately $20.9 million in cash and cash equivalents and
approximately $218.4 million in short-term investments, for a total of approximately $239.3 million. Our short-
term investments consist of investment-grade corporate and government debt securities.

Net cash used in operating activities was approximately $1.3 million for the year ended September 30,
2002. Net cash provided by operating activities was $11.3 million for the year ended September 30, 2001, and
$9.2 million for the year ended September 30, 2000. For the year ended September 30, 2002, net cash used in
operating activities was primarily from the loss from operations before non-cash charges and a decrease in
accounts payable and accrued expenses mainly due to the timing of payments associated with our headquarters
building and periodic insurance renewals. Cash used in operating activities was partially offset by a decrease in
accounts receivable as a result of successful collection efforts, and a decrease in prepaids and other assets mainly
due to the receipt of accrued interest generated from interest earned on our invested cash. For the year ended
September 30, 2001, net cash provided by operating activities was primarily from income from operations before
non-cash charges. The increase in cash from operating activities was partially offset by an increase in prepaids
and other assets due to an increase in interest receivable. For the year ended September 30, 2000, net cash
provided by operating activities resulted from income from operations before non-cash charges. Additionally,
operating cash flow increased due to increases in accounts payable, accrued expenses and deferred revenue and
partially offset by increases in accounts receivable and prepaid expenses.

Cash used in our investing activities totaled approximately $100.0 million for the year ended
September 30, 2002, $225.7 million for the year ended September 30, 2001, and $21.7 million for the year ended
September 30, 2000. In fiscal 2002, we used $85.7 million for the purchase of our headquarters building,
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$3.2 million to purchase other property and equipment excluding the headquarters building, $2.2 million in
connection with our acquisitions of Envive, OnDevice, and NetMechanic, and $8.8 million for the net purchase
of short-term investments. In fiscal 2001, we invested a net amount of $207.5 million in short-term investments,
$14.8 million for capital expenditures, and $3.4 million for the management service provider business of Envive.
Capital expenditures during fiscal 2001 were primarily due to costs associated with the upgrade and preparation
of our headquarters facility for occupancy, costs associated with the enhancement of our business systems, and
growth in our network and infrastructure. In fiscal 2000, investing activities consisted of our purchase of Digital
Content for $15.0 million, which included $8.5 million allocated to goodwill and identifiable intangible assets
and $6.4 million for deferred compensation. In addition, we purchased $7.5 million in property and equipment.

Cash provided by our financing activities totaled approximately $78.0 million for the year ended
September 30, 2002. Cash used in our financing activities totaled approximately $1.5 million for the year ended
September 30, 2001. Cash provided by our financing activities totaled approximately $208.0 million for the year
ended September 30, 2000. We acquired our headquarters building on September 30, 2002, with $85.0 million of
cash that had previously collateralized the operating lease obligation with respect to the building and was
designated as restricted cash. In fiscal 2002, we used approximately $8.1 million for the repurchase of
1,168,550 shares of our common stock under our repurchase program, which was approved by our Board of
Directors in January 2001, and $830,000 for the repayment of notes payable. As of September 30, 2002, we had
repurchased a total of approximately 1.5 million shares at an aggregate price of approximately $10.5 million
under our repurchase plan. We generated approximately $1.9 million in cash from the issuance of common stock
under our employee stock option and stock purchase plans. In fiscal 2001, we received approximately
$2.2 million from the issuance of common stock under our employee stock option and stock purchase plans,
offset by approximately $1.3 million used for the repayment of notes payable and approximately $2.4 million
used for the repurchase of 356,600 shares of our common stock under our repurchase program. In fiscal 2000, we
raised approximately $294.1 million, net of issuance costs, from a public offering of our common stock. Cash
provided by financing activities was offset slightly by our repayments of existing notes in the amount of
$4.1 million. In addition, $85.0 million of cash was used to fully collateralize the operating lease obligation,
created in July 2000, related to our headquarters building.

As of September 30, 2002, our principal commitments consisted of $369,000 in real property operating
leases. Because we will be making additional capital expenditures related to our headquarters building, we expect
that, in the future, we will make additional capital expenditures but at lower levels than in the past. In the fourth
quarter of fiscal 2002, we initiated a project to provide comprehensive backup electrical generation capability to
our facility in the event of electrical power loss or interruption. As of September 30, 2002, the Company had no
unaccrued obligation related to this project. In December 2002, we repurchased approximately 4.3 million shares
for approximately $34.2 million in connection with an issuer tender offer. The total number of shares
repurchased since January 2001 is approximately 5.8 million shares at an aggregate price of approximately
$44.7 million.

We believe that our existing cash and cash equivalents will be sufficient to meet our anticipated cash needs
for working capital and capital expenditures for at least the next 12 months. If, after some period of time, cash
generated from operations is insufficient to satisfy our liquidity requirements, we may seek to sell additional
equity or debt securities or to obtain a credit facility. If additional funds are raised through the issuance of debt
securities, these securities could have rights, preferences and privileges senior to holders of common stock, and
the term of this debt could impose restrictions on our operations. The sale of additional equity or convertible debt
securities could result in dilution to our stockholders, and we may not be able to obtain additional financing on
acceptable terms, if at all. If we are unable to obtain this additional financing, our business may be harmed.

Critical Accounting Policies and Judgments

In preparing our consolidated financial statements in accordance with generally accepted accounting
principles, our management is required to make estimates and assumptions that affect the amounts reported in
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our consolidated financial statements and related notes. Actual resuits could differ from those estimates. We
believe the following critical accounting policies affect our more significant judgments and estimates used in the
preparation of our consolidated financial statements.

Our critical accounting policies and judgments are of both a routine and non-routine nature. The recurring
policies relate to revenue recognition, the allowance for doubtful accounts receivable, and the valuation of our
corporate headquarters building. The non-routine policies are those for the excess facility costs, impairment
assessments of goodwill and identifiable intangible assets, and valuation of our corporate headquarters facility.

Revenue Recognition

Subscription services revenue consists of fees from subscriptions to our Internet measurement, monitoring,
testing and diagnostic services. Our subscription services revenue is generally deferred upon invoicing and is
recognized ratably over the service period, generally ranging from one to twelve months. For some customers,
subscription services revenue is invoiced monthly upon completion of the services. We do not generally grant
refunds during the initial subscription term. All discounts granted are netted against revenue. Revenue is not
recognized for free trial periods. Revenue from our consulting and support services, which includes revenue from
our load testing service, is recognized as the services are performed, typically over a period of one to three
months. For consulting projects that span more than one month, we recognize revenue on a percentage-of-
completion basis.

Allowance for Doubtful Accounts Receivable

Accounts receivable is recorded net of an allowance for doubtful accounts receivable of approximately
$1.2 million and $1.0 million as of September 30, 2002 and 2001, respectively. Our accounting policy for our
allowance for doubtful accounts is based on historical trends, experience and current market and industry
conditions. We regularly review the adequacy of our accounts receivable allowance after considering the
accounts receivable aging, the age of each invoice, each customer’s expected ability to pay and our collection
history with each customer. We review all invoices greater than 60 days old to determine if an allowance is
appropriate based on the receivable balance. In addition, we maintain a reserve for all other invoices, which is
calculated by applying a percentage to the outstanding accounts receivable balance, based on historical collection
trends. Based on the amount of accounts receivable written off in prior periods, management believes that it has
adequately reserved for doubtful accounts as of the date of each balance sheet presented herein. The allowance
for doubtful accounts represents management’s best estimate, but changes in circumstances, in the future,
relating to accounts receivable may result in a requirement for additional allowances or reductions in the
allowances due to recoveries in the future.

Valuation of Corporate Headquarters Building

In July 2000, we entered into a five-year synthetic lease arrangement for our corporate headquarters
building in San Mateo, California. On September 30, 2002, we terminated the lease by purchasing the property
for a total of $85.7 million. The lease, which was due to expire in 2005, provided for a residual guarantee of a
total of $85.0 million due at the end of the lease term or upon lease termination. Our obligation was fully
collateralized with restricted cash of $85.0 million.

After we entered into the lease in July 2000, real estate market conditions worsened, including significant
increases in available space for lease and significant declines in corresponding lease rates for commercial
property. Accordingly, a loss on the termination of this lease was recognized in connection with the purchase of
the building. The loss was calculated by comparing the purchase price of the building to its fair value. To
determine the fair value of the building, we had an independent real estate appraisal conducted, which indicated
that the fair value of the property was approximately $25.0 million. The calculated loss of approximately
$60.7 million was recorded in the fourth quarter of fiscal 2002. The $60.7 million loss on termination was
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adjusted for the reversal of the remaining excess facility charge accrual and costs associated with the acquisition
of the building, resulting in a net charge to the consolidated statements of operations of approximately
$52.0 million.

Excess Facility Costs

On September 30, 2001, we recorded an accrual for excess facility costs of approximately $10.3 million for
certain costs related to the unoccupied portion of our headquarters building in San Mateo, California. The accrual
included certain direct iease costs such as lease expense, insurance, and property taxes. Other operating costs
associated with the unoccupied space was reported as incurred as operating expenses in their respective periods.
The accriial was determined by estimating the lease costs for unleased space over the life of the lease.
Management’s assumptions and estimates included in determining the excess facility charge were based on
expected LIBOR rates for establishing lease rates, expected insurance and property tax costs, and expected
sublease rates. The excess facility accrual did not include any sublease income since we did not have any
significant sublease income and did not expect any significant sublease income in the foreseeable future. The
remaining accrual for the unoccupied space was reviewed quarterly including updates to management’s
assumptions and estimates based on current real estate market conditions. As mentioned above, on September 30,
2002, the remaining accrual of $9.3 million for the unoccupied space was reversed as a result of the termination
of the synthetic lease arrangement.

Impairment Assessments of Goodwill and Identifiable Intangibles

Effective October 1, 2001, we adopted Statement of Financial Accounting Standards (SFAS) No. 142.
With our adoption of SFAS No. 142, we reassessed the useful lives and residual values of all acquired intangible
assets to identify any necessary amortization period adjustments and to determine if any amount of identifiable
intangible assets should be reclassified to goodwill. Based on that assessment, no adjustments were made to the
amortization periods or residual values of identifiable intangible assets.

SFAS No. 142 provides a six-month transitional period from the effective date of adoption for us to
perform an assessment as to whether there is an indication that goodwill is impaired. To accomplish this, we
identified our reporting units and determined the carrying value of each reporting unit by assigning the assets and
liabilities, including the existing goodwill and identifiable intangible assets, to those reporting units as of the date
of adoption. We determined that we had one reporting unit.

SFAS No. 142 requires us to determine the fair value of our one reporting unit as of October 1, 2001, and
compare it to the reporting unit’s carrying amount. To the extent that the reporting unit’s carrying amount
exceeds its fair value, an indication exists that the reporting unit’s goodwill may be impaired and we must
perform the second step of the transitional impairment test. During the second quarter of fiscal 2002, we
performed the first step of the transitional impairment test required under SFAS No. 142, and obtained an
indicator of impairment in our single reporting unit. During the third quarter of fiscal 2002, we performed the
second step of the transitional impairment test. In the second step, in accordance with SFAS No. 141, we
compared the implied fair value of the reporting unit’s goodwill, determined by allocating the reporting unit’s
fair value to all of its assets (recognized and unrecognized) and liabilities in a manner similar to a purchase price
allocation to its carrying amount, both of which could be measured as of the date of adoption. We determined the
fair value of our single reporting unit using our market capitalization value after adjusting for a control premium
and compared it to our carrying value. We determined our market capitalization value based on the number of
shares outstanding and the stock price as of October 1, 2001, adjusting for a 10% premium that is assumed to
represent additional value that an acquirer would be required to pay for a controlling interest in the Company.
This evaluation indicated that goodwill associated with acquisitions completed prior to fiscal year 2002 was
impaired as of October 1, 2001. Accordingly, we recorded a $3.2 million non-cash impairment charge as a
cumulative effect of a change in accounting principle for the write-off of the remaining goodwill as of October 1,
2001. The charge is reflected in the results for the year ended September 30, 2002. Currently, there is no
goodwill remaining on our balance sheet.
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Recent Accounting Pronouncements

In July 2002, the Financial Accounting Standards Board (FASB) issued Statements of Financial
Accounting Standards (SFAS) No. 146, “Accounting for Costs Associated with Exit of Disposal Activities”.
SFAS No. 146 addresses financial accounting and reporting associated with exit or disposal activities. Under
SFAS No. 146, costs associated with an exit or disposal activity shall be recognized and measured at their fair
value in the period in which the liability is incurred rather than at the date of a commitment to an exit or disposal
plan. We are required to adopt SFAS No. 146 for all exit and disposal activities initiated after December 31,
2002. We are evaluating the provisions of SFAS No. 146, but do not expect the adoption of SFAS No. 146 to
have a material impact on our financial position or results of operations.

In April 2002, the FASB issued SFAS No. 145, “Rescission of FASB Statements No. 4, 44, and 64,
Amendment of FASB Statement No. 13, and Technical Corrections”. Among other provisions, SFAS No. 145
rescinds SFAS No. 4, “Reporting Gains and Losses from Extinguishment of Debt”. Accordingly, gains or
losses from extinguishment of debt shall not be reported as extraordinary items unless the extinguishment
qualifies as an extraordinary item under the criteria of Accounting Principles Board Opinion No. 30 (APB
No. 30). Gains or losses from extinguishment of debt that do not meet the criteria of APB 30 should be
reclassified to income from continuing operations in all prior periods presented. SFAS No. 145 is effective for
fiscal years beginning after May 15, 2002. We have adopted the provisions of SFAS No. 145 in our fiscal year
beginning October 1, 2002. We are currently evaluating the impact of SFAS No. 145 on our financial position
and results of operations, but the Statement is not expected to have a material impact on reported results since
we currently do not have any debt.

In October 2001, the FASB issued SFAS No. 144, “Accounting for the Impairment or Disposal of Long-
Lived Assets”. SFAS No. 144 addresses financial accounting and reporting for the impairment or disposal of
long-lived assets. This Statement requires that long-lived assets be reviewed for impairment whenever events or
changes in circumstances indicate that the carrying amount of an asset may not be recoverable. Recoverability of
assets to be held and used is measured by a comparison of the carrying amount of an asset to future net cash
flows expected to be generated by the asset. If the carrying amount of an asset exceeds its estimated future cash
flows, an impairment charge is recognized by the amount by which the carrying amount of the asset exceeds the
fair value of the asset. SFAS No. 144 requires companies to separately report discontinued operations and
extends that reporting to a component of an entity that either has been disposed of or is classified as held for sale.
Assets to be disposed of are reported at the lower of the carrying amount or fair value less costs to sell. SFAS
No. 144 is effective for fiscal years beginning after December 15, 2001. We adopted SFAS No. 144 on
October 1, 2002, and the adoption of SFAS No. 144 did not have any material impact on our financial position or
results of operation.
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Factors That May Impact Future Operating Results

We have introduced new products and services, and we have an unproven business model, which makes it
difficult to evaluate our current business and future prospects.

We have introduced many new products and services and released updated versions of existing products
since the beginning of fiscal 2000. We have only a limited operating history upon which to base an evaluation of
our current business and future prospects. Our recent new product offerings include:

e In October 2001, we acquired the assets of onDevice and introduced our Wireless Perspective service.
o In November 2001, we introduced our Keynote Diagnostic Services and Custom Perspective service.
° In March 2002, we introduced our latest versions of Keynote Web Site Perspective service.

° In May 2002, we acquired NetMechanic, Inc., which enhanced the monitoring services that we
currently provide through our Red Alert division.

° In July 2002, we released an updated version of our Transaction Perspective.
y p p

o In October 2002, we acquired the assets of Enviz Corporation which we expect will enhance our
ability to provide services for testing the total quality of the user experience.

The revenue and income potential of our current business and services and the related markets are
unproven. In addition, because of our new products and services and because the market for web performance
management and web performance testing services is rapidly evolving, we have limited insight into trends that
may emerge and affect our business. Companies such as ours that are in rapidly changing markets, such web
performance management and web performance testing services, frequently encounter risks, expenses, and
problems.

We have incurred and may in the future comtinue to incur losses, and we may never achieve profitability.

We have experienced operating losses in each quarterly and annual period since inception and we expect to
incur operating losses in the future. We incurred net losses of $65.5 million for the year ended September 30,
2002, and as of September 30, 2002, we had an accumulated deficit of $137.3 million. In addition, we are
required under generally accepted accounting principles to review our identifiable intangible assets for
impairment when events or circumstances indicate that the carrying value may not be recoverable. As of
September 30, 2002, we had approximately $2.9 million of identifiable intangible assets. If we complete
acquisitions in the future, we may have additional goodwill and/or identifiable intangibles and, accordingly, may
incur expenses in connection with a write-down of goodwill and identifiable intangible assets due to changes in
market conditions as we did in the quarter ended June 30, 2001 when we recorded an impairment charge for
goodwill and identifiable intangible assets of $30.5 million in connection with our acquisitions of Velogic and
Digital Content. We believe that our operating expenses could continue to increase as they have in certain past
periods. As a result, we will need to increase our revenue to initially achieve and then to sustain profitability. We
may not sustain a sequential quarterly increase in revenue and may never be able to regain our historic revenue
growth rates.

The success of our business depends on customers renewing their subscriptions for our services and
purchasing additional services.

To maintain and grow our revenues, we must achieve and maintain high customer renewal rates for our
services. Our customers have no obligation to renew our services and therefore, they could cease using our
services at any time. In addition, our customers may renew for fewer services. Further, our customers may reduce
their use of our services during the term of their subscription. We cannot project the level of renewal rates. Our
customer renewal rates may decline as a result of a number of factors, including consolidations in the Internet
industry or if a significant number of our customers cease operations.

34




Further, we depend on sales to new customers and sales of additional services to our existing customers.
Renewals by existing customers or purchases of our services by new customers may be limited as companies
limit or reduce their technology spending in response to uncertain economic conditions. During fiscal 2001 and
fiscal 2002, we experienced a reduction in revenue from Internet service providers and Internet e-commerce web
sites. We may continue to experience a reduction in revenue from this particular type of customer. We have
experienced an increase in cancellations and non-renewals in the past and may continue to experience an
increased amount of cancellations and/or non-renewals. We increased the prices for our Perspective services
during the third quarter of fiscal 2002. As a result, we may experience cancellations and/or reduction in service.
If we continue to experience reduced renewal rates or if customers renew for a lesser amount of our services, or
if customers, at any time, reduce the amount of services they purchase from us, our revenue could continue to
decline unless we are able to obtain additional customers or sources of revenue, sufficient to replace lost revenue.
Continued reductions and/or cancellations could also result in our inability to collect amounts due.

Qur gquarterly financial results are subject to significant fluctuations, and if our future resuits are below
the expectations of public-market analysts and investors, the price of our common stock may decline.

Results of operations could vary significantly from quarter to quarter. If revenues fall below our
expectations, we may not be able to reduce our spending rapidly in response to the shortfall. Other factors that
could affect our quarterly operating resuits include those described below and elsewhere in this report:

o the rate of new and renewed subscriptions to our services;
o the amount and timing of any reductions by our customers in their usage of our services;

°  our ability to increase the number of web sites we measure and the scope of services we offer for our
existing customers in a particular quarter;

o our ability to attract new customers in a quarter, particularly larger customers;
e our ability to successfully introduce new products and services to offset reductions in revenue;
o the timing and amount of consulting and support services revenue;

o the timing and amount of operating costs and capital expenditures relating to expansion or contraction
of our domestic and international operations infrastructure;

o the timing and amount, if any, of impairment charges related to potential write-down of acquired
assets in acquisitions; and

o the timing and amount, if any, of restructuring costs if we are required to further restructure our
operations.

Due to these and other factors, we believe that period-to-period comparisons of our results of operations
are not meaningful and should not be relied upon as indicators of our future performance. It is possible that in
some future periods, our results of operations may be below the expectations of public-market analysts and
investors. If this occurs, the price of our common stock may decline.

Qur operating results depend on sales of our web performance benchmarking services.

Sales of our web performance benchmarking services, primarily our Web Site Perspective—Business
Edition services, and, to a lesser degree, Transaction Perspective have generated the substantial majority of our
total revenue. Therefore, the success of our business currently depends, and for the immediate future will
continue to substantially depend, on sales and renewals of our benchmarking services. We have recently
increased the prices of all of our Perspective services, which could reduce demand for these services. This could
result in decreased sales, which would cause our revenues to decline.
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If one of our competitors’ Internet performance measurement service is adopted as the industry standard
for measuring the speed and reliability of web sites, we may lose existing customers or encounter
difficulties in attracting new customers.

To date, no Internet performance measurement service has been adopted as an accepted industry standard
for measuring the speed and reliability of web sites. As a result, if one of our current or potential competitors
develops an Internet performance measurement product or service that is adopted as the industry standard, our
customers may turn to the products or services provided by these competitors. In addition, it would be more
difficult for us to attract the additional customers for our Internet performance measurement services that are
necessary for our business to grow. If this were to occur, our business would be harmed.

Improvements to the infrastructure of the Internet could reduce or eliminate demand for our Internet
performance measurement services.

The demand for our Internet performance measurement services could be reduced or eliminated if future
improvements to the infrastructure of the Internet lead companies to conclude that the measurement and
evaluation of the performance of their web sites is no longer important to their business. Because the inherent
complexity of the Internet currently causes significant quality of service problems for e-business companies, the
vendors and operators that supply and manage the underlying infrastructure are continuously seeking to improve
the speed, availability, reliability and consistency of the Internet. If these vendors and operators succeed in
significantly improving the performance of the Internet, which would result in corresponding improvements in
the performance of companies’ web sites, demand for our services would likely decline which would harm our
operating results.

The inability of our services to perform properly couid result in loss of or delay in revenues, injury to our
reputation or other harm to our business.

We offer complex services, which may not perform at the level our customers expect. We have, from time
to time, given credits to customers as a result of past problems with our service. Despite our testing, our existing
or future services may not perform as expected due to unforeseen problems, which could result in loss of or delay
in revenues, loss of market share, failure to achieve market acceptance, diversion of development resources,
injury to our reputation, increased insurance costs or increased service costs.

These problems could also result in tort or warranty claims. Although we attempt to reduce the risk of
losses resulting from any claims through warranty disclaimers and liability-limitation clauses in our customer
agreements, these contractual provisions may not be enforceable in every instance. Furthermore, although we
maintain errors and omissions insurance, this insurance coverage may not adequately cover us for claims. If a
court refused to enforce the liability-limiting provisions of our contracts for any reason, or if liabilities arose that
were not contractually limited or adequately covered by insurance, we could be required to pay damages.

If we do not continually improve our services in response to technological changes, including changes to
the Internet, we may encounter difficulties retaining existing customers and attracting new customers.

The ongoing evolution of the Internet requires us to continually improve the functionality, features and
reliability of our web performance management and web performance testing services, particularly in response to
offerings of our competitors. If we do not succeed in developing and marketing new services that respond to
competitive and technological developments and changing customer needs, we may encounter difficulties
retaining existing customers and attracting new customers. We must also introduce any new Internet services as
quickly as possible. The success of new services depends on several factors, including proper definition of the
scope of the new services and timely completion, introduction and market acceptance of our new services. If new
Internet, networking or telecommunication technologies or standards are widely adopted or if other technological
changes occur, we may need to expend significant resources to adapt our services to these.
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QOur services and brand name might not attain the brand awareness necessary for our business to succeed.

We believe that maintaining and strengthening the Keynote brand in a cost-effective manner is an
important aspect of our business and an important element in attracting new customers. In the past, our efforts
to build our brand have involved significant expense. We may not be successful in building our brand in a
cost-effective manner. If our brand-building strategy is unsuccessful, we may fail to attract enough new
customers or retain our existing customers to the extent necessary to realize a sufficient return on our brand-
building efforts.

We face competition that could make it difficult for us to acquire and retain customers.

The market for web performance benchmarking, testing, and application performance management
services is rapidly evolving. Our competitors vary in size and in the scope and breadth of the products and
services that they offer. We face competition from companies that offer software and services with features
similar to our services such as Mercury Interactive, Gomez Advisors, Segue Software, WatchFire and a variety of
small companies that offer a combination of testing, market research capabilities and data. While we believe
these services are not as comprehensive as ours, customers could still choose to use these services or these
companies could enhance their services to offer all of the features we offer. As we expand the scope of our
products and services, we expect to encounter many additional market-specific competitors.

We could also face competition from other companies, which currently do not offer services similar to
our services, but offer software or services related to web performance benchmarking, testing, and application
performance management, such as WebCriteria, MIDS Matrix IQ Service, and INS INSoft Division, an unit of
Lucent Technologies, and free services that measure web site availability, including Internet Weather Report,
a unit of MIDS Matrix IQ Service. In addition, companies that sell systems management software, such as
BMC Software, CompuWare, CA-Unicenter, HP-Openview, Quest Software, NetlQ, Precise Software and
IBM’s Tivoli Unit, with some of whom we have strategic relationships, could choose to offer services similar
to ours.

In the future, we intend to expand our service offerings and to continue to measure the impact of new
Internet technologies such as Internet telephony, wireless networking, and Web Services, and as a result, could
face competition from other companies. Some of our existing and future competitors have or may have longer
operating histories, larger customer bases, greater brand recognition in similar businesses, and significantly
greater financial, marketing, technical and other resources. In addition, some of our competitors may be able to
devote greater resources to marketing and promotional campaigns, to adopt more aggressive pricing policies, and
to devote substantially more resources to technology and systems development.

Increased competition may result in price reductions, increased costs of providing our services and loss of
market share, any of which could seriously harm our business. We may not be able to compete successfully
against our current and future competitors.

A limited number of custemers account for a significant portien of our revenues, and the loss of a major
customer could harm our operating results.

Ten customers accounted for approximately 29%, 23% and 36% of our total revenues for the years ended
September 30, 2002, 2001, and 2000, respectively. One customer accounted for approximately 10% of our total
revenue for the year ended September 30, 2000. This concentration may continue in the future. We cannot be
certain that customers that have accounted for significant revenues in past periods, individually or as a group,
will renew, will not cancel or will not reduce their services and, therefore, continue to generate revenue in any
future period. In addition, our customers that do not have written contracts may terminate their services at any
time with little or no penalty. If we lose a major customer, our revenues could decline.
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To grow our business, we must expand our direct sales force and establish and maintain relationships with
other companies to help marke¢ our web performance management and web performance testing services.

To increase sales of our web performance management and web performance testing services worldwide,
we must expand and complement our direct sales force with relationships with companies to market and sell our
services to their customers. If we are unable to maintain our existing marketing and distribution relationships, or
fail to enter into additional relationships, we will have to devote substantially more resources to the direct sale
and marketing of our services. We would also lose anticipated revenues from customer referrals and other co-
marketing benefits. For example, in fiscal 2002, we terminated relationships with two of our international
resellers. As a result, we are investing time and resources in evaluating replacements for these resellers and are
committing resources to the expansion of our direct sales effort in the United Kingdom.

Our success depends in part on the ultimate success of these relationships and the ability of these
companies to market and sell our services. Our existing relationships do not, and any future relationships may
not, afford us any exclusive marketing or distribution rights. Therefore, they could reduce their commitment to us
at any time in the future. Many of these companies have multiple relationships and they may not regard us as
significant for their business. In addition, these companies generally may terminate their relationships with us,
pursue other relationships with our competitors or develop or acquire products or services that compete with our
services. Even if we succeed in entering into these relationships, they may not result in additional customers or
revenues.

Te grow our business, we must retain qualified personnel in a competitive marketplace.

We may be unable to retain our key employees, namely our management team and experienced engineers,
or to attract, assimilate or retain other highly qualified employees. Although we, and a number of other
technology companies, have implemented workforce reductions, there remains substantial competition for highly
skilled employees. Our key employees are not bound by agreements that could prevent them from terminating
their employment at any time.

Iff the market does not accept our professional services, our results of operations could be harmed.

We formed our application performance management services organization in January 1999 and have
expanded our service offerings to include additional consulting and support services. We have limited experience
in delivering consulting and support services and we may not be able to successfully introduce additional
consulting and support services. Consulting and other support services represented approximately 10% of total
revenues for the vear ended September 30, 2002. In addition, our cost of consulting and support services has
exceeded our consulting revenue for all periods except for the third and fourth quarters of fiscal 2002. We expect
that the costs of consulting and support services as a percentage of consulting and support services revenue will
be greater than the costs of subscription services as a percentage of subscription services revenue. We also expect
that costs of consulting and support services in absolute dollars could increase slightly in subsequent quarters for
the foreseeable future. We will also need to successfully market these services to potential customers in order to
increase revenue. There are many experienced firms which offer computer network and Internet-related
consulting services. These consulting services providers include consulting companies, such as Accenture and
Emst & Young, as well as consulting divisions of large technology companies such as IBM. Because we do not
have an established reputation for delivering consulting services, because this area is very competitive, and due
to our limited experience in delivering consulting services, we may not succeed in selling these services.

Because we have expanded our eperations, sur success wiil depend on our ability to manage our growth,
improve our existing systems and implement new systems, procedures and controls.

We intend to continue to expand our operations by deploying additional measurement computers, both
domestically and internationally, hiring new personnel and implementing and integrating new accounting and
control systems to manage this expansion. In addition, we have completed several acquisitions of businesses and
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assets since the beginning of fiscal 2000, including the acquisition of certain assets of Enviz, Inc. in October
2002. We may encounter difficulties in managing this growth and integrating the operations of these and
additional services and personnel we may acquire. Qur ability to compete effectively and to manage any future
expansion of our operations will require continual improvement of our financial and management controls,
reporting systems and procedures on a timely basis. We may not succeed in these efforts and a disruption could
impair our ability to retain existing customers or attract new customers.

The success of our business depends on the continued use of the Intermet by business and consumers for
e-business and commumnications.

Because our business is based on providing web performance management and web performance testing
services, the Internet must continue to be used as a means of electronic business, or e-business, and
communications. In addition, we believe that the use of the Internet for conducting business transactions could be
hindered for a number of reasons, including, but not limited to:

o security concerns including the potential for fraud or theft of stored data and information
communicated over the Internet;

°  inconsistent quality of service, including well-publicized outages of popular web sites;

o lack of availability of cost-effective, high-speed services;

> limited numbers of local access points for corporate users;

o delay in the devélopment of enabling technologies or adoption of new standards;
°  inability to integrate business applications with the Internet;

¢ the need to operate with multiple and frequently incompatible products; and

e alack of tools to simplify access to and use of the Internet.

QOur network infrastructure could be disrupted by a number of different occurrences, which could impair
our ability to serve and retain existing customers or attract new customers.

All data collected from our measurement computers are stored in and distributed from our operations
center, which we maintain at a single location. Therefore, our operations depend upon our ability to maintain and
protect our computer systems, most of which are located at our corporate headquarters in San Mateo, California,
which is an area susceptible to earthquakes and possible power outages. If we experience power outages at our
operations center, we would not be able to receive data from our measurement computers and we would not be
able to deliver our services to our customers on a timely basis. We plan to develop a redundant system for
computer-network and other services at an alternate site, and have begun a generator project to provide our own
source of long-term uninterruptible power. However, we do not currently have and may never develop a
redundant system, and we now currently have only short-term power back-up capability. Various factors could
cause us to not be able to ever develop such systems. Therefore, our operations systems are vulnerable to damage
from break-ins, computer viruses, unauthorized access, vandalism, fire, floods, earthquakes, power loss,
telecommunications failures and similar events.

Although we maintain insurance against fires, earthquakes and general business interruptions, the amount
of coverage may not be adequate in any particular case. If our operations center is damaged, causing a disruption
in our services, this could impair our ability to retain existing customers or attract new customers.

If our computer infrastructure is not functioning properly, we may not be able to deliver our services in a
timely or accurate manner. We have occasionally experienced outages of our service in the past, the last of which
occurred in October 2002. The outages that we have experienced have lasted no more than a few hours. These
outages have been caused by a variety of factors including electrical distribution equipment malfunctions,
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operator error, the failure of a back-up computer to operate when the primary computer ceased functioning and
power outages due to our previous facility’s being inadequately equipped to house our operations center. Any
outage for any period of time or loss of customer data could cause us to lose customers.

Individuals who attempt to breach our network security, such as hackers, could, if successful,
misappropriate proprietary information or cause interruptions in our services. Although we have recently had a
breach of our security through what appears to be unauthorized access to certain data belonging to one of our
customers, we have not yet experienced any breaches of our network security or sabotage that has prevented us
from serving our customers. We might be required to expend significant capital and resources to protect against,
or to alleviate, problems caused by hackers. We may not have a timely remedy against a hacker who is able to
breach our network security.

In addition to intentional security breaches, the inadvertent transmission of computer viruses could expose
us to litigation or to a material risk of loss.

QOur measurement computers are located at sites, which we do not own or operate, and it could be difficult
for us to maintain or repair them if they de not function property.

Cur measurement computers are located at facilities that are not owned by our customers or us. Instead,
these computers are installed at locations near various Internet access points worldwide. Although we operate
these computers remotely from our San Mateo, California operations center, we do not own or operate the
facilities, we have little control over how these computers are maintained on a day-to-day basis. We do not have
long-term contractual relationships with the companies that operate the facilities where our measurement
computers are located. We may have to find new locations for these computers if we are unable to develop
relationships with these companies or if these companies cease their operations as some have done due to
bankruptcies or are acquired. In addition, if our measurement computers cease to function properly, we may not
be able to repair or service these computers on a timely basis, as we may not have immediate access to our
measurement computers. Cur ability to collect data in a timely manner could be impaired if we are unable to
maintain and repair our computers should performance problems arise.

Others might bring infringement claims against us or our suppliers that could harm our business.

In recent years, there has been significant litigation in the United States involving patents and other
intellectual property rights. We could become subject to intellectual property infringement claims as the number
of our competitors grows and our services overlap with competitive offerings. These claims, even if not
meritorious, could be expensive and divert management’s attention from operating our company. If we become
liable to others for infringement of their intellectual property rights, we would be required to pay a substantial
damage award and to develop noninfringing technology, obtain a license or cease selling the services that contain
the infringing intellectual property. We may be unable to develop non-infringing technology or to obtain a
license on commercially reasonable terms, if at all.

As we expand our international activities, our business will be susceptible te additional risks associated
with international operations.

We believe we must expand the sales of our services outside the United States and hire additional
international personnel. To date, we have little experience with direct sales outside the United States, and we may
not succeed in these efforts. International sales were approximately 6% of our total revenue for both the years
ended September 30, 2002 and 2001, respectively. We intend to expand the sales of our services by selling
directly to our customers in the United Kingdom. Therefore, we expect to commit resources to expand our
international sales and marketing activities. Conducting international operations would subject us to risks we do
not face in the United States. These include:

e currency exchange rate fluctuations;
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e seasonal fluctuations in purchasing patterns;

¢ unexpected changes in regulatory requirements;

°  maintaining and servicing computer hardware in distant locations;

= longer accounts receivable payment cycles and difficulties in collecting accounts receivable;

o difficulties in managing and staffing international operations;

»  potentially adverse tax consequences, including restrictions on the repatriation of earnings;

> the burdens of complying with a wide variety of foreign laws; and

*  reduced protection for intellectual property rights in some countries.

The Internet may not be used as widely in other countries and the adoption of e-business may evolve

slowly or may not evolve at all. As a result, we may not be successful in selling our services to customers in
markets outside the United States.

We may face difficuities assimilating our acquisitions and may incur costs associated with any future
acquisitions.

We have completed several acquisitions, and as a part of our business strategy, we may seek to acquire or
invest in additional businesses, products or technologies that we feel could complement or expand our business,
augment our market coverage, enhance our technical capabilities or that may otherwise offer growth
opportunities. Future acquisitions could create risks for us, including:

o difficulties in assimilating acquired personnel, operations and technologies;

°  unanticipated costs associated with the acquisition;

o diversion of management’s attention from other business concerns;

o adverse effects on existing business relationships with resellers of our service and our customers;
o difficulties in managing geographically-dispersed businesses;

= the need to integrate or enhance the systems of an acquired business;

e impairment charges related to potential write-down of acquired assets in acquisitions;

o failure to realize any of the anticipated benefits of the acquisition; and

e use of substantial portions of our available cash to consummate the acquisition and/or operate the
acquired business.

QOur future operating results could be harmed if we are unable to lease a major portion of the space in our
corporate headquarters building or if the fair value of this property decreases further.

We estimate that we will need to lease the unoccupied portion, or approximately 60%, of our headquarters
building in San Mateo, California. We may be unable to lease all or a part of the available space, and if it is
leased, we may not receive sufficiently high rental rates to cover our building operating costs. In addition, we
have previously incurred a charge for the write-down of the building, and, if the real estate market continues to
deteriorate, we may incur charges for future write-downs. Any such charge could harm our results of operations.

Compliance with new rules and regulations concerning corporate gevernance may be costly and could
harm our business.

The Sarbanes-Oxley Act, which was signed into law in July 2002, mandates, among other things, that
companies adopt new corporate governance measures and imposes comprehensive reporting and disclosure
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requirements, sets stricter independence and financial expertise standards for audit committee members and
imposes increased civil and criminal penalties for companies, their chief executive officers and chief financial
officers and directors for securities law violations. In addition, The Nasdaq Stock Market, on which our common
stock is listed, is also considering the adoption of additional comprehensive rules and regulations relating to
corporate governance. These laws, rules and regulations will increase the scope, complexity and cost of our
corporate governance, reporting and disclosure practices, which could harm our results of operations and divert
management’s attention from business operations. We also expect these developments to make it more difficult
and more expensive for us to obtain director and officer liability insurance, and we may be required to accept
reduced coverage or incur substantially higher costs to obtain coverage. Further, our board members, Chief
Executive Officer and Chief Financial Officer could face an increased risk of personal liability in connection
with the performance of their duties. As a result, we may have difficultly attracting and retaining qualified board
members and executive officers, which would adversely affect our business.

Terrorist attacks and threats, and government responses thereto, may negatively impact all aspects of our
operations, reventes, costs and stock price.

The terrorist attacks in the United States, the U.S. retaliation for these attacks, the threats of war in Iraq and
the related decline in consumer confidence and continued economic weakness have had a substantial adverse
impact on our retail sales. Recent consumer reports indicate that consumer confidence has reached its lowest
level since 1993. If consumer confidence continues to decline or does not recover, our revenues and results of
operations may be adversely impacted for the remainder of fiscal 2003 and beyond. Any escalation in these
events or similar future events may disrupt our operations or those of our customers and suppliers and may affect
the availability of materials needed to manufacture our products or the means to transport those materials to
manufacturing facilities and finished products to customers. In addition, these events have had and may continue
to have an adverse impact on the U.S. and world economy in general and consumer confidence and spending in
particular, which could harm our sales. Any of these events could increase volatility in the U.S. and world
financial markets, which could harm our stock price and may limit the capital resources available to us and our
customers or suppliers. This could have a significant impact on our operating results, revenues and costs and may
result in increased volatility in the market price of our common stock.

We have anti-takeover protections that may delay or prevent a change im contrel that could benefit our
stockholders.

Our amended and restated certificate of incorporation and bylaws contain provisions that could make it
more difficult for a third party to acquire us without the consent of our board of directors. These provisions
include:

o our stockholders may take action only at a meeting and not by written consent;

o our board must be given advance notice regarding stockholder-sponsored proposals for consideration
at annual meetings and for stockholder nominations for the election of directors; and

o special meetings of our stockholders may be called only by our Board of Directors, the Chairman of
the Board, our Chief Executive Officer or our President, not by our stockholders.

We have also adopted a stockholder rights plan that may discourage, delay or prevent a change of control
and make any future unsolicited acquisition attempt more difficult. Under the rights plan, the Board of Directors
declared a dividend of one stock purchase right for each share of our common stock outstanding on October 29,
2002. Key features of the rights plan include: !

o the rights will become exercisable only upon the occurrence of certain events specified in the rights
plan, including the acquisition of 15% of our outstanding common stock by a person or group;

o each right entitles the holder, other than an “acquiring person,” to acquire shares of our common stock
at a 50% discount to the then-prevailing market price; and
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e our Board of Directors may redeem outstanding rights at any time prior to a person becoming an
“acquiring person,” at a price of $0.001 per right and, prior to such time, the Board may amend the
terms of the rights without the approval of the holders of the rights.

Item 7A. Qualitative and Quantitative Disclosures About Market Risks.

Interest Rate Sensitivity. Our interest income and expense is sensitive to changes in the general level of
U.S. interest rates, particularly because most of our cash, cash equivalents and short-term investments are
invested in short-term debt instruments. If market interest rates were to change immediately and uniformly by ten
percent (10%) from levels at September 30, 2002, the interest earned on those cash, cash equivalents, and short-
term investments could increase or decrease by approximately $1.2 million on an annualized basis.

Foreign Currency Fluctuations and Derivative Transactions. We have not had any significant
transactions in foreign currencies, nor do we have any significant balances that are due or payable in foreign
currencies at September 30, 2002, We do not enter into derivative transactions for trading or speculative
purposes.
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Independent Auditors’ Report

The Board of Directors
Keynote Systems, Inc.:

We have audited the accompanying consolidated balance sheets of Keynote Systems, Inc. and subsidiaries
as of September 30, 2002 and 2001, and the related consolidated statements of operations, stockholders’ equity
and comprehensive income (loss), and cash flows for each of the years in the three-year period ended
September 30, 2002. In connection with our audits of the financial statements, we have also audited the financial
statement schedule as listed in the accompanying index. These consolidated financial statements and financial
statement schedule are the responsibility of the Company’s management. Our responsibility is to express an
opinion on these consolidated financial statements and financial statement schedule based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the consolidated financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Keynote Systems, Inc. and subsidiaries as of September 30, 2002 and 2001, and
the results of their operations and their cash flows for each of the years in the three-year period ended
September 30, 2002, in conformity with accounting principles generally accepted in the United States of
America. Also, in our opinion, the related financial statement schedule, when considered in relation to the basic
consolidated financial statements taken as a whole, presents fairly, in all material respects, the information set
forth therein.

/s/ KPMGLLP

Mountain View, California
October 28, 2002
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Keynote Systems, Inc. and Subsidiaries

Consolidated Balance Sheets
(in thousands, except share and per share amounts)

September 30,
2002 2001
ASSETS
Current assets:

Cash and cash eqUivalents .. ... ...ttt $ 20,874 $ 44,231
Short-term INVEStMENS . . . . ... ..ttt it i et e e 218,413 209,962

Total cash, cash equivalents, and short-term investments .................. 239287 254,193
Accounts receivable, less allowance for doubtful accounts of $1,238 and $1,041 as

of September 30, 2002, and 2001, respectively ......... .. oo, 4,820 7,862

Prepaids and other current assets . ... i i i 1,347 2,152

Total CUITENt ASSEIS . ...\ttt e e 245,454 264,207
Restricted cash ... ..o — 85,000
Property and eqUIPIMIENE, MEE .. ..ottt ettt ettt et e e e e 37,468 17,208
GoodWill, Net ... e — 3,025
Identifiable intangibles, net ......... . ... 2,859 1,472
L0 1 T T3] - — 1,752
TOAL ASSELS .« .« o o vt e e e e e e e e e $ 285,781 $372,664
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:
Current portion of notes payable and capital lease obligation ................... $ — $ 830
Accounts payable . . ... ... e 1,014 2,385
ACCTUEA BXPEIISES . . o v vt ettt ettt et e e e 8,191 10,626
Accrued excess facility CoStS .. .. ... — 10,303
Deferred reVenUe . ... ... .. i 5,121 5,401
Total current liabilities . . ... .. ... .. . e 14,326 29,545
Total labilities .. ... o e e e 14,326 29,545
Stockholder’s equity:
Common stock, $0.001 par value; 100,000,000 shares authorized; 27,066,767 and

27,921,782 shares issued and outstanding as of September 30, 2002 and 2001,

TESPECHIVELY .ot e 28 28
Treasury StOCK . . ... (6,990) (1,086)
Additional paid-in capital ........... . .. 413,684 413,966
Deferred cCOmMpensation .. ..........coutiitnan i e (€2)) 452)
Accumulated deficit . ... ... ... (137,331) (71,804)
Accumulated other comprehensive income ............. ..o, 2,095 2,467

Total stockholders’ equity . ......... .o 271,455 343,119
Total liabilities and stockholders’ equity . ........ ..., $ 285,781 $372.,664

See accompanying notes to the consolidated financial statements
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Keynote Systems, Inc. and Subsidiaries

Consclidated Statements of Operations
(in thousands, except per share amounts)

Revenue:

SubSCIIption SETVICES . ...\t
Consulting and support Services . .........c..ceieiiineeiiniinann...

Totalrevenue ................. e

Expenses:

Costs of subscription SETVICES . ... ...t
Costs of consulting and support services ...................c......
Research and development . ............. . ... iiiiiiiiiiainn..
Salesand marketing . ......... .. . . .. i
Operations . . .....uutit i i e e e e
General and administrative . ........ ... . o i
Restructuring Costs ... ...ttt e
Excess facility CoSts ... ..o e
Lease termination charge ........ ... ... ... ... ool
Goodwill impairment charge .............. ... ... ... .. ... ...

In-process research and development, other acquisition-related charges,
amortization and impairment of identifiable intangible assets, and

amortization of stock-based compensation . ....... . ... o i

Total operating eXpenses . ..ot a,

Loss from operations before cumulative effect of a change in

accounting principle ......... ...
INtEreStiNCOME .. ..ot et
Interest @XPenSe . . . ..o e

Net loss before income taxes and cumulative effect of a change in

accounting principle ... ... .
Provision for INCOME taxes ... ..ot i ittt e e e

Net loss before cumulative effect of a change in accounting

principle ... ...
Cumulative effect of a change in accounting principle ...................

Net oSS ..t e

Net loss per share:
Basic and diluted net loss per share before the cumulative effect of a change

inaccounting principle . ... ...

Basic and diluted cumulative effect per share of a change in accounting

PIINCIPIE .« .ottt e

Basic and diluted netloss pershare .......... .. ... .. ... .. . ...

Number of shares used in computing basic and diluted net loss per share . . . . .

Years Ended September 30,

2002 2001 2000
$ 34,180 $ 43,428 $ 32,366
3,760 2,201 1,401
37,940 45629 33,767
11,565 13,388 9,577
3,408 2,971 1,973
8,428 7,256 5,468
19,209 21,626 16,835
7,804 7,722 4,866
8,137 7,048 5,442
— 271 —
— 11,012 —
52,028 — —
— 26,100 —
1,727 22318 6,786
112,306 119,712 50,947
(74,366)  (74,083) (17,180)
12,075 18,732 15,043
(76) (450) (578)
(62,367) (55,801)  (2,715)
— (600) —
(62,367) (56,401)  (2,71%)
(3,160) — —
$(65,527) $(56,401) $ (2,715)
$ (224) $ 204 $ (©.11
(0.11) — —
$ (235 % (204 $ (0.1D
27,864 27,713 25,343

See accompanying notes to the consolidated financial statements
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Keynote Systems, Inc. and Subsidiaries

Consolidated Statements of Cash Fiows
(in thousands)

Years Ended September 30,

2002 2001 200¢
Cash flows from operating activities:
Net 0SS © oot $ (65,527) $ (56,401) § (2,715)
Adjustments to reconcile net loss to net cash (used in) provided by operating
activities:
Depreciation and amortization . ...............c.coiiiiiiea . R 7,887 6,012 2,521
Amortization of goodwill and other intangible assets .................... 1,106 12,741 4,846
Impairment of goodwill and other intangible assets . . .................... — 30,500 —
Cumnlative effect of a change in accounting principle ................... 3,160 — —
In-process research and development . ...................... ... ... 200 — —
Lease terminationcharge ......... ... ... . . i 52,028 — —
Amortization of discount onnotes .............. .. i — — 33
Amortization of stock-based compensation ............. ... ... ... 421 5,177 1,941
Changes in operating assets and liabilities:
Accounts receivable, net . . ... .. .. 3,121 349 (5,725)
Prepaids and other assets . ...........c.uuiuniiniin i 2,026 (1,381) (1,651)
Accounts payable, accrued expenses and accrued excess facility costs . . . (5,161) 13,875 6,114
Deferred revenue ... ...t e (598) 434 3,880
Net cash (used in) provided by operating activities .............. (1,337) 11,306 9,244
Cash flows from investing activities:
Purchase of headquarters building ............. ... ..o i, (85,741) —_ —_
Purchases of other property and equipment ........... ... ..o (3,249) (14,844) (7,482)
Purchase of Digital Content, net of cashacquired ........................... — — (8,546)
Cash acquired in connection with Velogic acquisition ....................... — — 787
Purchase of assets of Enviveand OnDevice ............cciiiiiiiiienneen,. (1,023) (3,410) _
Purchase of NetMechanic, net of cashacquired ........... ... ... . i (1,170 — —
Deferred compensation related to acquisition ....... ... ... .o i — — (6,435)
Purchases of short-term investments, ...........coo i rreannnn (77,797y  (258,925) —
Sales and maturities of short-term investments ................... ... ...... 68,974 51,430 —
Net cash used in investing activities .. .............. ... ... ... (100,007) (225,749) (21,676)
Cash flows from financing activities:
Repayments of notes payable and capital lease ................... ... ... ... (830) (1,323) (4,072)
Proceeds from issuance of common stock, net of issuance costs . ..., cvvvvur s 1,882 2,238 2,471
Use of restricted cash for purchase of headquarters building . . ................. 85,000 — —
Restricted cash for escrow deposit for lease agreement . ........... ... ... — — (85,000)
Repurchase of outstanding common stock . ........... ... ... o o (8,065) (2,442) (5)
Repayments of stockholdernotes .. ....... ... ... i i — — 464
Proceeds from public offering, net of issuancecosts . ............... ... ..... — — 294128
Net cash provided by (used in) financing activities .............. 77,987 (1,527) 207,986
Net (decrease) increase in cash and cash equivalents ....................... ... ... (23,357)  (215,970) 195,554
Cash and cash equivalents at beginning of the year .. ........ ... ... ... . ... 44231 260,201 64,647
Cash and cash equivalents atend of the year (1) (2) ...... ... .. ... it $ 20,874 $ 44,231 $260,201
Noncash financing activities:
Common stock and options issued in connection with acquisitions ............. $ — 3 — § 39,065

(1) Excludes $85.0 million of restricted cash at September 30, 2001 and 2000.
(2) Excludes $218.4 million and $210.0 million of short-term investments at September 30, 2002 and 2001.

See accompanying notes to the consolidated financial statements
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Keynote Systems, Inc. and Subsidiaries

Notes to Consolidated Financial Statements

(1) The Company

Keynote Systems, Inc. was incorporated on June 15, 1995 in California and reincorporated in Delaware on
March 31, 2000. Keynote Systems, Inc. and its subsidiaries (the “Company™) provide Internet performance
services that enable companies to benchmark, test, manage, and improve their e-business web sites.

(2> Summary of Significant Accounting Policies

The accompanying consolidated financial statements have been prepared in accordance with accounting
principles generally accepted in the United States of America (GAAP). The consolidated financial statements
include the accounts of the Company and its subsidiaries. Significant intercompany balances have been
eliminated in consolidation.

(A} Revenue Recognition

Subscription services revenue consists of fees from subscriptions to the Company’s Internet measurement,
monitoring, testing and diagnostic services. The Company’s subscription services revenue is generally deferred
upon invoicing and is recognized ratably over the service period, generally ranging from one to twelve months.
For some customers, subscription services revenue is invoiced monthly upon completion of the services.
Deferred revenue is comprised mainly of deferred subscription services revenue. All unearned revenue is
recorded as deferred revenue on the balance sheet. The Company does not generally grant refunds during the
initial subscription: term. All discounts granted are netted against revenue. Revenue is not recognized for free trial
periods. Revenue from consulting and support services, which includes revenue from the Company’s load testing
service, is recognized as the services are performed, typically over a period of one to three months. For
consulting projects that span more than one month, the Company recognizes revenue on a percentage of
completion basis.

(B) Use of Estimates

The preparation of financial statements in conformity with GAAP requires management to make estimates
and assumptions that affect the reported amounts of assets and liabilities, disclosure of contingent assets and
liabilities at the date of the financial statements and the reported amounts of revenue and expenses during the
reporting period. Actual results could differ from those estimates.

(C) Cash and Cash Equivalents

The Company considers all highly liquid investments with an original maturity of three months or less to
be cash equivalents.

(D) Short-Term Investments

The Company classifies all of its short-term investments as available-for-sale. These investments mature in
three years or less, and consist of investment-grade debt securities. Investments classified as available-for-sale
are recorded at fair market value with the related net unrealized gains and losses included in accumulated other
comprehensive income (loss), a component of stockholders’ equity. Realized gains and losses are recorded based
on specific identification.

(E) Property and Equipment

Property and equipment are recorded at cost less accumulated depreciation and amortization. Depreciation
is calculated using the straight-line method over the estimated useful lives of the respective assets, generally
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Keynote Systems, Inc. and Subsidiaries

Notes to Consolidated Financial Statements—(Continued)

three years. Equipment under capital leases is amortized over the shorter of the estimated useful life of the
equipment or the lease term. Leasehold improvements are amortized over the shorter of the estimated useful lives
of the assets or the lease term. The land and building associated with the Company’s headquarters are recorded at
their current fair market value based on an independent appraisal report. The actual acquisition cost of the land
and building was higher than its fair market value due to the Company’s operating lease obligation incurred as a
result of its synthetic lease arrangement. The cost of the building is being depreciated over a thirty year life.

(F) Accumulated Other Comprehensive Income

Other comprehensive income includes unrealized gains and losses on short-term investments in debt
securities and foreign currency translation which are excluded from earnings and reported as a component of
stockholders’ equity. The functional currency of the Company’s foreign operations is the applicable local
currency. The translation of foreign currencies into U.S. dollars is performed for balance sheet accounts using
current exchange rates in effect at the balance sheet date and for revenue and expense accounts using average
exchange rates during each reporting period. Gains and losses from foreign currency transactions are reflected in
the consolidated statements of operations as incurred.

(G) Financial Instruments and Concentration of Credit Risk

The carrying value of the Company’s financial instruments, including cash and cash equivalents, short-
term investments, accounts receivable, and accounts payable approximates their fair market value. Cash and cash
equivalents, restricted cash, accounts receivable, and accounts payable approximate fair market value due to their
short-term nature. Financial instruments that subject the Company to concentrations of credit risk consist
primarily of cash and cash equivalents, restricted cash, and trade accounts receivable.

Credit risk is concentrated in North America, but exists in Europe as well. The Company generally requires
no collateral from customers, however, throughout the collection process, it conducts an ongoing evaluation of
customers’ ability to pay. The Company’s accounting for its allowance for doubtful accounts is based on
historical trends, experience and current market and industry conditions. Management regularly reviews the
adequacy of the Company’s allowance for doubtful accounts after considering the accounts receivable aging, the
age of each invoice, each customer’s expected ability to pay and the Company’s collection history with each
customer. Management reviews any invoices greater than 60 days old to determine if an allowance is appropriate
based on the receivable balance. In addition, the Company maintains a reserve for all other invoices, which is
calculated by applying a percentage to the outstanding accounts receivable balance, based on historical collection
trends. The allowance for doubtful accounts represents management’s best current estimate, but changes in
circumstances relating to accounts receivable, including unforeseen declines in market conditions and collection
rates, may result in a requirement for additional allowances in the future. Based on the amount of accounts
receivable written off in prior periods, the Company believes that it has adequately reserved for doubtful
accounts as of the date of each balance sheet presented herein.

At September 30, 2002, one customer accounted for more than 10% of the Company’s total accounts
receivable, which receivable was collected subsequent to year-end. At September 30, 2001, no single customer
accounted for more than 10% of the Company’s total accounts receivable. For the years ended September 30,
2002 and 2001, no single customer accounted for more than 10% of total revenue. For the year ended
September 30, 2000, one customer accounted for approximately 10% of total revenues.

(H) Goodwill and Identifiable Intangible Assets

The excess of the purchase price paid over the fair value of net assets acquired in business combinations is
classified as goodwill. Identifiable intangible assets are generally amortized on a straight-line basis over a three-
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Notes to Conselidated Financial Statements—(Continued)

year period. Prior to October 1, 2001, goodwill was also amortized on a straight-line basis over a three-year
period. With the Company’s adoption of Statement of Financial Accounting Standards (SFAS) No. 142,
“Goodwill and Other Intangible Assets”, on October 1, 2001, goodwill is no longer amortized but is subject to
annual impairment testing. SFAS No. 142 requires that goodwill and intangible assets with indefinite useful lives
no longer be amortized, but instead be tested for impairment at least annually in accordance with the provisions
of SFAS No. 142. SFAS No. 142 also requires that intangible assets with estimable useful lives be amortized
over their respective estimated useful lives to their estimated residual values, and reviewed for impairment in
accordance with SFAS No. 121.

Upon adoption of SFAS No. 142, the Company reassessed the useful lives and residual values of all
acquired identifiable intangible assets to identify any necessary amortization period adjustments and to
determine, if any, other intangible assets should be reclassified to goodwill. Based on that assessment, no
adjustments were made to the amortization period or residual values of identifiable intangible assets. The
Company recorded $3.2 million non-cash impairment charge as a cumulative effect of a change in accounting
principle for the year ended September 30, 2002. See Note 3 and Note 6 to the Consolidated Financial Statements
for more details.

Amortization of goodwill and identifiable intangible assets was $1.7 million, $12.7 million, and
$4.8 million for the years ended September 30, 2002, 2001, and 2000, respectively.

The Company reviews its long-lived assets, including identifiable intangible assets, for impairment
periodically and whenever events or changes in circumstances indicate that the carrying amount of these assets
may not be recoverable.

(I) Stock-Based Compensation

The Company accounts for stock option grants under Statement of Financial Accounting Standards (SFAS)
No. 123, “Accounting for Stock-Based Compensation”, which permits the use of the intrinsic-value method in
accordance with Accounting Principles Board (APB) Opinion No. 25, “Accounting for Stock Issued to
Employees”, and related interpretations. No compensation expense is recognized on the grant date, since at that
date, the option price equals the market price of the underlying common stock. Costs associated with stock-based
compensation are amortized ratably over the vesting period of the individual award.

(J) Income Taxes

Income taxes are accounted for under the asset and liability method. Deferred tax assets and liabilities are
recognized for the future tax consequences attributable to differences between the financial statement carrying
amounts of existing assets and liabilities and their respective tax bases and operating loss and tax credit
carryforwards. Deferred tax assets and liabilities are measured using enacted tax rates expected to apply to
taxable income in the years in which those temporary differences are expected to be recovered or settled. The
effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the period that
includes the enactment date. A valuation allowance is established when necessary to reduce deferred tax assets to
the amounts that the Company expects to realize.

(K) Research and Development
Research and development costs are expensed as incurred until technological feasibility has been

established, in accordance with SFAS No. 86, Accounting for the Costs of Computer Software to be Sold, Leased
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or Otherwise Marketed. To date, the Company’s service offerings have been available for general release
concurrent with the establishment of technological feasibility and, accordingly, no development costs have been
capitalized.

(L) Net Loss Per Share

Basic net loss per share is computed using the weighted-average number of outstanding shares of common
stock excluding shares of restricted stock subject to repurchase summarized below. Diluted net loss per share is
computed using the weighted-average number of shares of common stock outstanding and, when dilutive,
potential shares from options and warrants to purchase common stock using the treasury stock method and from
convertible securities on an as-if-converted basis.

The following potential shares of common stock have been excluded from the computation of diluted net
loss per share because the effect would have been antidilutive (in thousands):

Year Ended
September 30,
2002 2001 2000
Shares outstanding under Stock Options .............. ... i 6,311 3,351 3,927
Shares of restricted stock subject torepurchase ........................ 4 101 282

The weighted-average exercise price of outstanding stock options was $12.62, $19.58, and $33.30 for the
years ended September 30, 2002, 2001, and 2000, respectively. The weighted-average purchase price of
restricted stock was $2.96, $0.74, and $0.25, for the years ended September 30, 2002, 2001, and 2000,
respectively.

(M) Recent Accounting Pronouncements

In July 2002, the Financial Accounting Standards Board (FASB) issued SFAS No. 146, “Accounting for
Costs Associated with Exit of Disposal Activities”. SFAS No. 146 addresses financial accounting and reporting
associated with exit or disposal activities. Under SFAS No. 146, costs associated with an exit or disposal activity
shall be recognized and measured at their fair value in the period in which the liability is incurred rather than at
the date of a commitment to an exit or disposal plan. The Company is required to adopt SFAS No. 146 for all exit
and disposal activities initiated after December 31, 2002. The Company is currently evaluating the provisions of
SFAS No. 146, but it does not expect the adoption of SFAS No. 146 to have a material impact on the Company’s
financial position or results of operations.

In April 2002, the FASB issued SFAS No. 145, “Rescission of FASB Statements 4, 44, and 64,
Amendment of FASB Statement 13, and Technical Corrections”. Among other provisions, SFAS No. 145
rescinds SFAS No. 4, “Reporting Gains and Losses from Extinguishment of Debt”. Accordingly, gains or losses
from extinguishment of debt shall not be reported as extraordinary items unless the extinguishment qualifies as
an extraordinary item under the criteria of Accounting Principles Board Opinion No. 30 (APB 30). Gains or
losses from extinguishment of debt that do not meet the criteria of APB No. 30 should be reclassified to income
from continuing operations in all prior periods presented. SFAS No. 145 is effective for fiscal years beginning
after May 15, 2002. The Company has adopted the provisions of SFAS No. 145 in its fiscal year beginning
October 1, 2002. The Company is currently evaluating the impact of SFAS No. 145, but it does not expect the
adoption of SFAS No. 145 to have a material impact on the Company’s financial position or results of operations
since the Company does not have any debt.
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Notes to Comsolidated Financial Statements—(Continued)

In October 2001, the FASB issued SFAS No. 144, “Accounting for the Impairment or Disposal of Long-
Lived Assets”. SFAS No. 144 addresses financial accounting and reporting for the impairment or disposal of
long-lived assets. While SFAS No. 144 supersedes SFAS No. 121, “Accounting for the Impairment of Long-
Lived Assets and for Long-Lived Assets to be Disposed of” (SFAS No. 121}, it retains many of the fundamental
provisions of that statement. SFAS No. 144 is effective for fiscal years beginning after December 15, 2001. The
Company adopted SFAS No. 144 on Cctober 1, 2002. The adoption of SFAS No. 144 did not have a material
impact on the Company’s financial position or results of operations.

(N) Reclassifications

Certain prior year amounts in the accompanying consolidated financial statements have been reclassified to
conform to the current financial statement presentation.

3) Cumulative Effect of a Change in Accounting Principle

As described in Note 2, “Summary of Significant Accounting Policies”, the Company early adopted SFAS
No. 142, effective October 1, 2001. SFAS No. 142 requires that goodwill and identifiable intangible assets with
indefinite useful lives no longer be amortized, but instead be tested for impairment at least annually.

SFAS No. 142 provides a six-month transitional period from the effective date of adoption for the
Company to perform an assessment of whether there is an indication that goodwill is impaired. To accomplish
this, the Company had to identify its reporting units and determine the carrying value of each reporting unit by
assigning the assets and liabilities, including the existing goodwill and identifiable intangible assets, to those
reporting units as of the date of adoption. The Company determined that it had one reporting unit as of October 1,
2001.

SFAS No. 142 required the Company to determine the fair value of its one reporting unit as of October 1,
2001, and compare it to the reporting unit’s carrying amount. To the extent that the reporting unit’s carrying
amount exceeds its fair value, an indication exists that the reporting unit’s goodwill may be impaired and the
Company must perform the second step of the transitional impairment test. During the second quarter of fiscal
2002, the Company performed the first step of the transitional impairment test required under SFAS No. 142, and
obtained an indicator of impairment in its single reporting unit. During the third quarter of fiscal 2002, the
Company performed the second step of the transitional impairment test. In the second step, in accordance with
SFAS No. 141, the Company compared the implied fair value of the reporting unit’s goodwill, determined by
allocating the reporting unit’s fair value to all of its assets (recognized and unrecognized) and liabilities in a
manner similar to a purchase price allocation to its carrying amount, both of which were measured as of the date
of adoption. The Company determined the fair value of its single reporting unit using its market capitalization
value after adjusting for a control premium and compared it to its carrying value. The Company determined its
market capitalization value based on the number of shares outstanding and the stock price as of October 1, 2001,
adjusting for a 10% premium that is assumed to represent additional value that an acquirer would be required to
pay for a controlling interest in the Company. This evaluation indicated that goodwill associated with
acquisitions completed prior to fiscal 2002 was impaired as of October 1, 2001. Accordingly, the Company
recorded a $3.2 million non-cash impairment charge as a cumulative effect of a change in accounting. principle
for the write-off of the remaining goodwill as of October 1, 2001. The charge is reflected in the results for the
year ended September 30, 2002. Currently, there is no goodwill remaining on the Company’s balance sheet.
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@) Investments

The following table summarizes the Company’s short-term investments in investment-grade debt securities
as of September 30, 2002 (in thousands):

Gross Gross Estimated

Amortized Unrealized Unrealized Market

Cost Gains Losses Value
Obligations of U.S. government agencies .......... $ 44220 § 102 $ — § 44322
Corporate bonds and commercial paper ............ 172,205 2,020 (134) 174,091
Total ... $216,425  $2,122 $(134) $218,413

The following table summarizes the maturities of fixed maturity investments available for sale at
September 30, 2002 (in thousands). Expected maturities of the debt securities will differ from contractual
maturities because borrowers may have the right to call or repay obligations with or without call or prepayment
penalties.

Estimated
Amortized Market
Cost Value
Duein 1 year ... ... $162,063 $163,804
DUein 2 YearS .. ...ttt e 49,362 49,600
Duein 3 years . .........iuiini it 5,000 5,009
TOta] o $216,425 $218,413
(5) Property and Equipment
Property and equipment, net, comprised the following (in thousands):
%Siiﬁ;‘;l September 30,
(Years) 2002 2001
Computer equipment and software ......... ... ... . oo 3 $23,503 $21,990
Furniture and fiXtures . ... ... .. i 5 1,492 1,241
Land ... — 14,150 —
Building . ... .. 30 10,750 —
Leasehold and building improvements .......................... 5-30 5,479 3,996
55,374 27,227
Less accumulated depreciation and amortization .................. 17,906 10,019
87 $37,468 $17,208
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(6) Goodwill and Identifiable Intangible Assets

As described in Note 2, “Summary of Significant Accounting Policies”, and Note 3, “Cumulative Effect of
a Change in Accounting Principle”, the Company adopted SFAS No. 142, effective October 1, 2001. The
following table reconciles the reported operating loss, net loss before the cumulative effect of a change in
accounting principle, net loss, and net loss per share for fiscal 2001 and 2000 to their respective pro forma
balances adjusted to exclude goodwill amortization expense which is no longer recognized under the provisions
of SFAS No. 142. Fiscal 2002 results, adjusted for a cumulative effect of a change in accounting principle, are
presented for comparative purposes (in thousands, except for loss per share).

September 30,
2002 2001 2000
Reported net loss before the cumulative effect of a change in
accounting principle .......... i $(62,367) $(56,401) $(2,715)
Add back goodwill amortization . . ........... ... ..o e —_ 10,642 4,261
Adjusted net earnings (loss) before the cumulative effect of a
change in accounting principle ......... ... ... ... ... ... (62,367) (45,759) 1,546
Cumulative effect of a change in accounting principle ........... (3,160) — —
Adjusted net earnings (10SS) . .....ovvriiiiiie i, $(65,527) $(45,759) $ 1,546
Basic and diluted loss per share:
Reported basic and diluted loss pershare .................. $ (235 § (204 $ (0.11)
Add back goodwill amortization .. ........... ... 00 — 0.39 0.17
Adjusted basic and diluted earnings (loss) per share before
cumulative effect of a change in accounting principle . ... .. (2.35) (1.65) 0.06
Cumulative effect of a change in accounting principle ....... 0.11 — —
Adjusted basic and diluted earnings (loss) per share ......... $ (224) § (1.65) $ 0.06

Identifiable intangible assets amounted to $2.9 million (net of accumulated amortization of $8.2 million)
and $1.5 million (net of accumulated amortization of $7.1 million) at September 30, 2002 and 2001, respectively.
The components of identifiable intangible assets excluding goodwill are as follows (in thousands):

Technology Customer

Based Based Trademark Tetal
As of September 30, 2002:
Gross carrying value ........... ... ... ... $7,173  $ 3,660 $250  $11,083
Accumulated amortization .. ................. (4,520) (3,465) (239) (8,224)
Net carrying value at September 30,2002 ... $2,653 § 195 $ 11 $ 2,859
As of September 30, 2001:
Gross carrying value ....................... $4,735 $ 3,605 $250 % 8,590
Accumulated amortization ................... (3,575) (3,318) (225) (7,118)
Net carrying value at September 30,2001 ... $ 1,160 $ 287 $ 25 $ 1,472

The amortization expense for existing identifiable intangible assets is estimated to be approximately
$1.4 million for fiscal 2003, approximately $1.1 million for fiscal 2004, and approximately $400,000 for fiscal
200s.
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(7)  Accrued Expenses

Accrued expenses comprised the following (in thousands):

September 30,

2002 2001
Accrued employee compensation . .......... ... e $3,264 §$ 2,242
Accrued INEIESE . . .ottt e e e — 1,920
Other accrued eXPenses . ... ..ttt 4,927 6,464

$8,191 $10.,626

(8) Stockholders’ Eguity
(A) 1999 Equity Incentive Plan

In September 1999, the Company adopted the 1999 Equity Incentive Plan (Incentive Plan). The Incentive
Plan provides for the award of incentive stock options, nonqualified stock options, restricted stock awards and
stock bonuses. Options may be exercisable only as they vest or may be immediately exercisable with the shares
issued subject to the Company’s right of repurchase that lapses as the shares vest. In general, options vest over a
four-year period. As of September 30, 2002, the Company was authorized to issue up to approximately
9.2 million shares of common stock in connection with the Incentive Plan to employees, directors, and
consultants, which includes options reserved for issuance under the Company’s 1996 and 1997 Stock Option
Plans, which plans terminated upon the completion of the Company’s initial public offering. The number of
shares reserved under the Incentive Plan increases automatically on January 1 of each calendar year by a number
of shares equal to 5% of the Company’s outstanding shares on the preceding December 31.

Stock options granted prior to April 1999 were generally immediately exercisable subject to a restricted
stock purchase agreement whereby the Company has the right to repurchase the unvested portion of the shares
upon the voluntary or involuntary termination of the purchaser’s employment with the Company at the original
issuance cost. The Company’s right of repurchase lapses with respect to 25% of the shares after one year and
ratably on a monthly basis over the following three years. As of September 30, 2002, 4,000 shares of common
stock issued upon exercise of stock options were subject to repurchase at a weighted-average price of $2.96 per
share.

Under the Incentive Plan, the exercise price for incentive stock options is at least 100% of the stock’s fair
market value on the date of the grant for employees owning less than 10% of the voting power of all classes of
stock, and at least 110% of the fair market value on the date of grant for employees owning more than 10% of the
voting power of all classes of stock. For nonqualified stock options, the exercise price is also at least 110% of the
fair market value on the date of grant for employees owning more than 10% of the voting power of all classes of
stock and no less than 85% for employees owning less than 10% of the voting power of all classes of stock.
Options expire 10 years after the date of grant. As of September 30, 2002, options to purchase approximately
6.3 million shares were outstanding under the plan, and approximately 3.8 million shares have been reserved for
future issuance.

{B) 1999 Employee Stock Purchase Plan

In September 1999, the Company adopted the 1999 Employee Stock Purchase Plan (Purchase Plan). The
Company had reserved a total of approximately 1.2 million shares of common stock for issuance under the
Purchase Plan as of September 30, 2002, The number of shares reserved under the Purchase Plan increases
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automatically on January 1 of each calendar year by a number of shares equal to 1% of the Company’s
outstanding shares on the preceding December 31. Under the Purchase Plan, eligible employees may defer an
amount not to exceed 10% of the employee’s compensation, as defined in the Purchase Plan, to purchase
common stock of the Company. The purchase price per share is 85% of the lesser of the fair market value of the
common stock on the first day of the applicable purchase period or the last day of each purchase period. The
Purchase Plan is intended to qualify as an “employee stock purchase plan” under Section 423 of the Internal
Revenue Code. As of September 30, 2002, approximately 325,000 shares had been issued under this plan, and
approximately 868,000 shares had been reserved for future issuance.

(C) Stock-Based Compensation

The Company uses the intrinsic-value method in accounting for its employee stock-based compensation
plans. Accordingly, no compensation cost has been recognized for any of its stock options granted because the
exercise price of each option equaled or exceeded the fair value of the underlying common stock as of the grant
date for each stock aption, except for certain stock options granted in fiscal 1999. For those option grants, the
Company recorded deferred stock compensation of $1.9 miilion for the difference at the grant date between the
exercise price of each stock option granted and the fair value of the underlying common stock. This amount is
being amortized on a straight-line basis over the vesting period, generally four years. As of September 30, 2002,
the deferred compensation balance was $31,000.

Had the Company determined compensation costs based on the fair value at the grant date for its stock
options under SFAS No. 123 for all of the Company’s stock-based compensation plans, net loss and basic and
diluted net loss per share would have been as follows (in thousands, except per share data):

Year Ended September 30,

2002 2001 2000
Net loss:
Asreported .. ... .. e $(65,527) $(56,401) $ (2,215)
Proforma. ... ... . $(75,105) $(60,949) $(12,245)
Basic and diluted net loss per share:
AsTeported .. ... $ (235 % (2.04) § (0.11)
Proforma . ... ... ... $ (270) $ (220) $ (0.48)

The fair value of each option was estimated on the date of grant using the Black-Scholes option pricing
model. Weighted-average assumptions for options granted for the years ended September 30, 2002, 2001, and
2000, respectively, are as follows:

2002 2001 2000
Volatility . ..o e e 59.00% 60.00% 100.00%
Risk-free interestrates . ................... e 3.06% 4.52% 6.18%
Expectedlife (inyears) .......... o 2.50 2.50 2.47

Dividendyield ....... ... ... ... — — —
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A summary of activity under the Company’s option plans is as follows:

Years Ended September 30,

2002 2001 2000
Weighted- Weighted- Weighted-
Average Average Average
Exercise Exercise Exercise
Shares Shares Shares
(in 800s) Price (in 000s) Price (in 000s) Price
Outstanding at the beginning of the year ... 3,351 $19.58 3927 $3330 1,926 § 6.16
Granted ............... ... i 4,431 776 1,979 1299 2,488 49.88
Exercised .................. ... ...... (173) 5.37 (292) 372 (345 2.09
Cancelled ........................... (1,298) 1491 (2,263) 39.66  (142) 0.42
Outstanding at the end of the year ........ 6,311 $12.62 3,351 $19.58 3,927 $33.30
Options exercisable at end of the year . . ... 1,875 $17.32 611 $14.48 478 § 6.96
Weighted-average fair value of options
granted during the year with exercise
prices equal to fair value at date of grant . $ 298 $ 595 $50.02

The following table summarizes information about stock options outstanding as of September 30, 2002 (in

thousands, except per share data):

Options Outstanding Options Exercisable

Weighted-

Average Weighted- Weighted-
Remaining Average Average
Number Contractual ~ Exercise Number Exercise

Exercise Prices Outstanding Life Price Qutstanding Price
From $0.20t0 $024 ... ............. 3 5.5 $ 022 3 $ 022
From $0.50t0 $0.50 ............... 3 6.2 0.50 1 0.50
From $1.60t0$2.05 ............... 34 6.5 1.65 21 1.66
From $3.20to $4.42 ............... 50 6.6 4.09 42 4.11
From $6.22t0$9.30 .......... .. ... 4,671 8.7 7.84 1,166 8.07
From $9.40t0 $13.94 ........ .. .... 750 8.6 10.55 202 11.13
From $14.50t0 $21.63 ............. 217 7.5 16.20 113 16.21
From $22.31t0 $29.88 ............. 103 6.4 23.61 61 23.38
From $33.75t0$37.63 ............. 138 6.7 35.88 36 35.87
From $54.75t0 $81.13 ............. 337 7.1 68.84 227 68.69
At$15400 . ... ... 5 7.4 154.00 3 154.00
From $0.20 to $154.00 ............. 6,311 8.5 $ 12.62 1,875 $17.32

(D) Stock Repurchase Plan

In January 2001, the Company’s Board of Directors authorized the repurchase of up to $50.0 million of the

Company’s outstanding common stock on the open market from time to time as market conditions warrant. In
accordance with the January 2001 share repurchase authorization, the Company acquired 1.2 million and

356,000 shares of common stock in fiscal 2002 and 2001, respectively. As of September 30, 2002, the Company

had repurchased a total of 1.4 million shares of stock at an aggregate price of approximately $10.5 million.
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On October 28, 2002, the Company’s Board of Directors authorized an issuer tender offer at a price
between $7.00 and $8.00, net to the seller in cash without interest. The offer expired on November 26, 2002. The
Company repurchased approximately 4.3 million shares under the offer for approximately $34.2 million.

The total number of shares repurchased since January 2001, including under the issuer tender offer, is
approximately 5.8 million shares for an aggregate price of approximately $44.7 million.

On Cctober 28, 2002, the Company’s Board of Directors also authorized the repurchase of up to an
aggregate of $100.0 million of the Company’s outstanding common stock on the open market less the amount
paid for shares in the issuer tender offer and shares previously purchased in the open market. The Company
currently has authorization to repurchase up to approximately $55.3 million of stock.

(E) Stock Option Exchange Program

In April 2001, the Company’s Board of Directors approved a voluntary stock option exchange program.
The Company offered its employees (other than its Chief Executive Officer, executive officers who report to the
Chief Executive Officer, directors and non-exempt employees) the opportunity to cancel certain stock options
granted on or after September 24, 1999, with exercise prices above the then-current market value of the
Company’s common stock, in exchange for new options to be granted at the then-fair market value on a date at
least six months and one day after the options were cancelled. Options to purchase a total of approximately
1.2 million shares were cancelled pursuant to this program on May 8, 2001. Subject to the terms and conditions
of the program, the Company, on November 12, 2001, granted new options to purchase a total of approximately
1.2 million shares at $7.52 per share.

(F) Stockholder Rights Plan

On October 28, 2002, the Company announced that its Board of Directors adopted a stockholder rights
plan. The plan is designed to protect the long-term value of the Company for its stockholders during any future
unsolicited acquisition attempt. The rights become exercisable only upon the occurrence of certain events
specified in the plan, including the acquisition of 15% of the Company’s outstanding common stock by a person
or group.

(9) Acquisitions

In October 2002, the Company acquired the assets of Enviz, Inc. (Enviz), a leader in user experience
testing technology for $76,000 in cash and 111,000 shares of the Company’s common stock. The Company
believes this acquisition will enhance its ability to provide testing services for diagnosing and improving web
effectiveness by testing the total quality of the user experience.

On May 1, 2002, the Company acquired NetMechanic, Inc. (NetMechanic), a provider of remote web site
quality assurance and testing services. The Company believes this acquisition enhances its ability to provide a
complete suite of cost-effective content testing and availability monitoring services for the small to medium size
business market. The acquisition was completed for approximately $1.2 million in cash plus an additional cash
payment if certain revenue and profitability targets are achieved during the twelve months ended September 30,
2003.
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The cash purchase consideration of approximately $1.2 million was allocated to the assets and liabilities
acquired based on their estimated fair values at the acquisition date. The following table summarizes the
estimated fair value of the assets acquired and liabilities assumed at the date of acquisition (in thousands):

Cash . . e $ 18
Accountsreceivable ... 81
Technology-based intangible assets . .......... .. . i 1,548
Customer-based intangible aSSets . ... ... .. i i 55
In-process research and development .. ... ... .. ... .. .. L i 200
Current Habilities .. .. o ..o (396)
Deferred reVenUe . . ... . (317)
Total purchase consideration .. ........... ... ..ttt $1,189

Identifiable intangible assets are being amortized on a straight-line basis over three years. Amortization of
identifiable intangible assets related to the NetMechanic acquisition was $222,000 for the year ended
September 30, 2002. The consolidated statement of operations includes activities relating to NetMechanic’s
business activity subsequent to the acquisition. If the results of the two companies were combined on a pro forma
basis for the twelve months ended September 30, 2001, the difference between pro forma results and the actual
results reported herein, would be immaterial.

On October 10, 2001, the Company acquired the business of onDevice Corporation (onDevice), a provider
of wireless application testing services. The Company believed this acquisition would enhance the Company’s
ability to offer additional performance improvement services to wireless customers, and was accounted for under
the purchase method of accounting. The transaction was completed for $860,000 in cash, plus up to an additional
$1.25 million in cash to be paid if certain revenue target goals were met for the 12 months ended September 30,
2002. Based on revenue generated by onDevice in the 12 months ended September 30, 2002, no additional cash
payments were made since the revenue target goals were not achieved.

The $860,000 cash purchase consideration was based on estimated fair values of the assets of onDevice at
the acquisition date, and allocated to the technology-based intangible assets acquired. There was no goodwill
arising from the acquisition. Identifiable intangible assets are being amortized on a straight-line basis over three
years, and amortization of identifiable intangible assets related to onDevice was $275,000 for the twelve months
ended September 30, 2002. The consolidated statements of operations include activities relating to onDevice’s
business activities subsequent to the acquisition. If the results of the two companies were combined on a pro
forma basis for the twelve months ended September 30, 2002, the difference between pro forma results, and the
actual results reported herein, would be immaterial.

On July 13, 2001, the Company acquired the management service provider business of Envive Corporation
(Envive), a provider of web application performance management solutions. The transaction was accounted for
under the purchase method of accounting. The acquisition has supplemented the Company’s existing testing
services. The price consideration was determined based on negotiations between the Company and Envive.

The $3.4 million cash purchase consideration was allocated to the assets and liabilities acquired based on
estimated fair values at the acquisition date. The primary purchase adjustments related to the recording of
goodwill of approximately $2.2 million and identifiable intangible assets of approximately $1.3 million. In
accordance with SFAS No. 141, the Company did not record any goodwill amortization since the acquisition
occurred after June 30, 2001. Identifiable intangible assets of $1.3 million include $1.2 million related to
technology and $100,000 related to customer base. Identifiable intangible assets are being amortized on a
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straight-line basis over thirty-six months, their estimated useful life. Arnortization of identifiable intangible assets
related to the Envive acquisition was $400,000 and $239,000 for the years ended September 30, 2002 and 2001,
respectively. The consolidated statement of operations inciudes activities of Envive subsequent to the acquisition.
The operating results of Envive were immaterial to the results of the Company as a whole, and would not have
materially altered the results of the operations of the Company if the results of the two companies were combined
on a pro forma basis for fiscal 2002 and 2001. The following table summarizes the estimated fair value of the
assets acquired and liabilities assumed at the date of acquisition (in thousands):

Property and eqUIPMeENnt, NEL . .. .. ...ttt et e e e $ 580
Accounts receivable, Mt . . ... it 73
GoodWill .o e e 2,209
Other intangible assets, primarily technology and customerbase ...................... 1,337
Current Habillties . .. ..ot e e (114)
Deferred revenue . ... ... (643)
Salestax Hability . ... ..o e (42)
Total purchase consideration ............... . ... it $3,400

In fiscal 2002, the Company recorded $1.1 million in amortization related to identifiable intangible assets,
$200,000 in in-process research and development charge associated with the acquisition of NetMechanic, and
$421,000 in amortization of stock-based compensation. Additionally, the Company recorded a charge of
approximately $3.2 million as a cumulative effect of a change in accounting principle for the write-off of the
remaining goodwill as of October 1, 2001 associated with its acquisition of Digital Content and Velogic.

The Company’s acquisition of Velogic in fiscal 2000 was accounted for as a purchase business
combination, and resulted in approximately $36.7 million of goodwill and approximately $4.1 million of
identifiable intangible assets. The Company’s acquisition of Digital Content in fiscal 2000 resulted in
approximately $5.2 million in goodwill and approximately $3.1 million in identifiable intangible assets.

Because the Velogic and Digital Content acquisitions have not met the performance targets established at
the time of acquisition, and because market conditions used as a basis for estimating terminal values continue to
remain depressed, the Company performed an impairment assessment of its goodwill and identifiable intangible
assets recorded in connection with the acquisitions. As a result, management recorded an impairment charge
during the year ended September 30, 2001 in the amount of approximately $30.5 million. The Company assessed
the recoverability of goodwill and identifiable intangible assets using estimated undiscounted cash flows. Those
cash flows include an estimated terminal value based on a hypothetical sale of an acquisition at the end of the
related goodwill and identifiable intangible assets amortization period. At September 30, 2001, the Company had
a remaining balance of goodwill and identifiable intangible assets of approximately $4.5 million. The impairment
charge is summarized as follows (in thousands):

Identifiable
Intangible
Goodwill Assets Total
Digital Content . . ...t e $ 3,100 $1,800 $ 4,900
Velogic ....... R 23,000 2,600 25,600
Envive ... — — —
Total .. $26,100 $4,400 $30,500
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Acquisition-related charges, impairment and amortization of goodwill and identifiable intangibles and
stock-based compensation of approximately $48.4 million were recorded in the consolidated statement of
operations in fiscal 2001 which included amortization of goodwill and identifiable intangibles of approximately
$12.7 million, impairment of goodwill and identifiable intangible assets of approximately $30.5 million,
amortization of deferred compensation of $4.9 million, and amortization of stock-based compensation of
approximately $341,000.

(1¢) Lease Termination and Other Charges
(A) Lease Termination Charge on Headquarters Building

In July 2000, the Company entered into a five-year synthetic lease arrangement for its corporate
headquarters building in San Mateo, California. On September 30, 2002, the Company terminated the lease by
purchasing the property for a total of $85.7 million. The lease, which was due to expire in 2003, provided for a
residual guarantee of a total of $85.0 million due at the end of the lease term or upon lease termination. The
Company’s obligation was fully collateralized with restricted cash of $85.0 million.

After the Company entered into the lease in July 2000, real estate market conditions worsened, including a
significant increase in available space for lease and significant declines in corresponding lease rates for
commercial property. Accordingly, a loss on the termination of this lease was recognized in connection with the
purchase of the building. The loss was calculated by comparing the purchase price of the building to its fair
value. To determine the fair value of the building, the Company had an independent real estate appraisal
conducted, which indicated that the fair value of the property was approximately $25.0 million. The calculated
loss of approximately $60.7 million was recorded in the forth quarter of fiscal 2002. The $60.7 million loss on
termination was adjusted for the reversal of the remaining excess facility charge accrual and costs associated with
the acquisition of the building, resulting in a net charge to its consolidated statements of operations of
approximately $52.0 million.

(B) Restructuring Charge

In April 2001, the Company incurred restructuring costs of $271,000 relating to a reduction in workforce.
The Company reduced its workforce by approximately 36 employees, a 13% reduction from March 31, 2001.
The restructuring costs consisted of severance payments, which were paid in full in fiscal 2001.

(C) Excess Facility Charge

During the year ended September 30, 2001, the Company recorded a charge of $11.0 million for certain
costs related to the unoccupied portion of its building in San Mateo, California. The Company is currently
occupying approximately 40% of the building, and is actively seeking tenants for the remaining 60%. The
$11.0 million charge included certain lease costs such as rent, insurance, and property taxes that the Company
expected to incur. At September 30, 2001, $10.3 million of the excess facility charge remained accrued. On
September 30, 2002, the remaining accrual of $9.3 million was reversed as a result of the termination of the
synthetic lease arrangement. See Note 10(A) to the Consolidated Financial Statements for more details.
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(11) Income Taxes

Income (loss) (excluding allocations of corporate overhead) before income taxes is attributable to the
following geographic locations for the years ended September 30, 2002, 2001, and 2000 (in thousands):

Year Ended September 30,

2002 2001 2000
United States . ... oot e $(65,543) $(55,891) $(1,536)
Foreign ... .. 16 90 (1,179)
Loss before inCome taxes .. ...ooovtnei e $(65,527) $(55,801) $(2,715

Income tax expense for the years ended September 30, 2002, 2001, and 2000 consisted of the following (in

thousands):
Year Ended September 30,
2002 2001 2000
Current:
Federal . .. ... i $— $— $—
aTe) (= ¥4 s L — 194 —
N 1 = 406 —
Total CUTTENE TAX BXPEISE .. oo vttt ettt et e e $— 5600 $—
Deferred:
Federal . . ...t e — 8 — $—
StALe . . e P -— _—
Total deferred taX EXPENSE .. .. ovvvtiiiit et $— $ — 5
Total income tax eXPense .. .....oovtiiii ettt $— $600 $—

|

Income tax expense (benefit) for the years ended September 30, 2002, 2001, and 2000 differed from the
amounts computed by applying the statutory federal income tax rate of 35% for fiscal 2002 and fiscal 2001, and
34% for fiscal 2000 to pretax income (loss) as a result of the following (in thousands):

Year ended September 30,

2002 2001 2600

Federal tax benefit at statutory rate ... .......... ... ... ....... $(22,935) $(19,529) $ (918)
State tax expense at StAtULOry Tate . .............iiiiiiiia.... — 374 —
Change in valuation allowances .. ................... .. ...... —_ _ (936)
Net operating loss notutilized ........... ... ... ... .. .... 12,367 8,253 481
Non-deductible goodwill ....... .. .. ... ... ... ... ... ...... 133 11,294 1,444
Property impairment . . . .......o i e 10,255 — —
Capitalized COStS . .. ..ot e 118 — —
Non-deductible expenses ............ ... ... i, 68 14 9
Alternative minimum taX .. ... .. ciueer et — 32 —
Foreign tax differential .. .......... ... ... .. ... ... ... (6) 162 (80)

Total income tax eXpense ... .............ueurununnnnnnn. $ — § 600 § —
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The tax effects of temporary differences that give rise to significant portions of the Company’s deferred tax
assets and liabilities are presented below (in thousands):

September 30,
2002 2001
Deferred tax assets:
Accruals, reservesand other ............. ... i, $ 1,325 $ 1,195
Accrued facilities . . ... ... .. — 4,196
Deferred start-up CostS . . ..ot — 39
Unwinding of syntheticlease ......... ... ... ... ... .. .. ... 11,100 —
S LAK S . v vttt e e 42 60
Intangibles related to acquisition . . ......... ... .. ... . . ... 6,486 5,366
Net operating loss carryforwards . ............. ... .. .. ... ... 12,793 7,633
Plantand equipment ........... ... it 1,369 —
Tax credit carryforwards . ...... ... . 1,209 1,108
Gross deferred tax @SSELS . ot v vttt e e 34,324 19,597
Valuation allowance .......... ... . . i (34,324) (19,240)
Total deferred tax assets . ...ttt e — 357
Deferred tax liabilities:
Acquired intangible assets .. ... L — —
Plant and equipment ........ ... . .. —_— (357
Total deferred tax liabilities ............ .. .. .. i, — (357)
Netdeferred tax assets . . ... ..ot i $ — 3 —

Management has established a valuation allowance for the portion of deferred tax assets for which
realization is uncertain. The net change in the total valuation allowance for the years ended September 30, 2002,
2001, and 2000 was an increase of approximately $15.1 million, $9.9 million, and $4.6 million, respectively. The
Company’s accounting for deferred taxes under SFAS No. 109, “Accounting for Income Taxes,” involves the
evaluation of a number of factors concerning the realizability of the Company’s deferred tax assets. To support
the Company’s conclusion that a 100% valuation allowance was required, management primarily considered
such factors as the Company’s history of operating losses, the nature of the Company’s deferred tax assets and
the absence of taxable income in prior carryback years. In assessing the realizability of deferred tax assets,
management considers whether it is more likely than not that some portion or all of deferred tax assets will not be
realized. The realization of deferred tax assets is dependent upon several factors, including the timing, likelihood
and amount, if any, of future taxable income during the periods in which those temporary differences become
deductible, history of operating income or losses. At present, management does not believe that it is more likely
than not that the deferred tax assets will be realized; accordingly, a full valuation allowance has been established
and no deferred tax asset is shown in the accompanying consolidated balance sheets.

As of September 30, 2002, approximately $4.9 million of the valuation allowance for deferred tax assets is
attributable to employee stock option deductions, the benefit from which will be allocated to additional paid-in
capital if and when subsequently realized.

Deferred tax liabilities have not been recognized for undistributed earnings of foreign subsidiaries because
it is management’s intention to reinvest such undistributed earnings outside the United States.
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The Company has net operating loss carryforwards for U.S. and foreign income tax purposes of
approximately $31.7 million and $1.8 million, respectively, available to reduce future income subject to income
taxes. The U.S. net operating loss carryforwards will begin to expire, if not utilized, in the year 2010. The foreign
net operating loss carryforwards will begin to expire in the year 2005. In addition, the Company had
approximately $16.1 million of net operating loss carryforwards available to reduce future taxable income, for
state income tax purposes. The state net operating loss carryforwards will begin to expire, if not utilized, in the
year 2003.

As of September 30, 2002, the Company had research credit carryforwards for federal and state income tax
purposes of approximately $765,000 and $683,000, respectively, available to reduce future income taxes The
federal research credit carryforwards begin to expire in the year 2010. The California research credit
carryforwards expire indefinitely.

Federal and state tax laws impose substantial restrictions on the utilization of net operating loss and credit
carryforwards in the event of an “ownership change” for tax purposes, as defined in Section 382 of the Internal
Revenue Code. The Company has not yet determined whether an ownership change occurred due to significant
stock transactions in each of the reporting years disclosed. If an ownership change occurred, utilization of the net
operating loss carryforwards could be reduced significantly.

(12) Commitments and Contingencies
(A) Leases

The Company leases certain of its facilities and equipment under noncancellable operating leases, which
expire on various dates through December 2005. At September 30, 2002, future minimum payments under the
leases, net of sublease income of $27,600 in fiscal 2003, are as follows (in thousands):

Year ending ‘September 30:

2003 e e $108
2004 . e e 116
200 e e e 116
2000 . e e e e e 29
Thereafter . . ... —
Total minimum 1€ase PAYMENLS . . .. ...\ttt ettt et et e e e $369

Rent expense for the years ended September 30, 2002, 2001, and 2000 was approximately $2,536,000,
$2,075,000, and $1,356,000, respectively.

(B) Legal Proceedings

Beginning on August 16, 2001, a number of class action lawsuits were filed in the United States District
Court for the Southern District of New York against the Company, certain of its officers, and the underwriters of
the Company’s initial public offering. These lawsuits are essentially identical, and were brought on behalf of
those who purchased the Company’s publicly traded securities between September 24, 1999 and August 19,
2001. These complaints allege generally that the underwriters in certain initial public offerings, including the
Company’s, allocated shares in those initial public offerings in unfair or unlawful ways, such as requiring the
purchaser to agree to buy in the aftermarket at a higher price or to buy shares in other companies with higher than
normal commissions. The complaint also alleges that the Company had a duty to disclose the activities of the
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underwriters in the registration statement relating to the Company’s initial public offering. The complaints have
been consolidated into a single action with cases brought against over three hundred other issuers and their
underwriters that make similar allegations regarding the initial public offerings of those issuers. The plaintiffs’
counsel and the individual named defendants’ counsel have reached an agreement whereby the individual named
defendants have been dismissed from the case, without any payments by the Company. The case against the
underwriters and the Company continues, however, plaintiffs’ counsel and the underwriters have both been
offered settlement proposals. The Company is currently evaluating each proposal. The Company believes the
claims are without merit and intends to defend the actions vigorously. However, these claims, even if without
merit, could be expensive to defend and divert management’s attention from operating the Company.

The Company is subject to legal proceedings, claims, and litigation arising in the ordinary course of
business. While the outcome of these matters is currently not determinable, management does not expect that the
ultimate costs to resolve these matters will have a material adverse effect on the Company’s consolidated
financial position, results of operations, or cash flows.

(13) Geographic, Segment, and Significant Customer Information

The Company has determined that it operates in a single reportable operating segment: the development
and sale of services to measure, test, assure and improve the quality of service of web sites.

The Company markets its products primarily from its operations in the United States. International sales
are primarily to customers in Europe. These sales and the Company’s foreign-owned assets are not significant. At
September 30, 2002, one customer accounted for more than 10% of the Company’s total accounts receivable,
which receivable was collected subsequent to year-end. For the years ended September 30, 2002 and 2001, no
single customer accounted for more than 10% of the Company’s total revenue. For the year ended September 30,
2000, one customer accounted for approximately 10% of total revenue.
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Supplementary Data (Unaudited)

The following tables set forth quarterly supplementary data for each of the fiscal years in the two-year
period ended September 30, 2002.

2002
Quarter Ended Year Ended
December 31, March 31, June3®, September 30, September 30,
2001 2002 2002 2002 2002
(In thousands, except per share data)
Revenue .............. . oviiiiniinnnn.. $ 9,589 $ 9209 $9474 $ 9,668 $ 37,940
Total operating expenses .................. 15,896 15,042 14,889 66,479 112,306
Loss from operations ..................... (6,307) (5,833) (5,419 (56,811) (74,366)
Netloss ..o e (6,163) (2,989) (2,499 (53,876) (65,527)
Basic and diluted net loss per share .......... $ 022) $ (0.1 $ (V.09 $ (1.93) $ (2.35)
2001
Quarter Ended Year Ended
December 31, March 31, June 30, September 30, September 30,
2060 2001 2001 2001 2001
(In thousands, except per share data)
Revenue ........ ... .. ... . .. $13,018 $12,027 $ 11,069 $ 9,515 $ 45,629
Total operating expenses . . ................ 22,673 20,902 49,236 26,901 119,712
Lossfromoperations . .................... (9,655) (8,875) (38,167) (17,386) (74,083)
Netloss ... i (4,428) (3,693) (34,448) (13,832) (56,401)
Basic and diluted net loss per share ......... $ (016 $ 013 $ Q29 $ (050 $ 204

Item 9. Changes In and Disagreements with Accountants on Accounting and Financial Disclosure.

Not applicable.
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PART IEE

Ttem 10. Directors and Executive Officers of the Registrant.

Information relating to our executive officers is presented under Item 4A in this report. Information
relating to our directors is presented under the caption “Proposal No. 1—Election of Directors” in our definitive
proxy statement in connection with our 2003 Annual Meeting of Stockholders to be held in April 2003 to be filed
within 120 days of our fiscal year-end. That information is incorporated into this report by reference.

Item 11. Executive Compensation.

Information relating to executive compensation is presented under the caption “Executive Compensation”
in our definitive proxy statement. That information is incorporated into this report by reference.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters.

Information relating to the security ownership of our common stock by our management and other
beneficial owners is presented under the caption “Security Ownership of Certain Beneficial Owners and
Management” in our definitive proxy statement. That information is incorporated into this report by reference.

Information relating to the securities authorized for issuance under our equity compensation plans is
presented under the caption “Equity Compensation Plans” in our definitive proxy statement. That information is
incorporated into this report by reference.

Item 13, Certain Relationships and Related Transactions.

Information relating to certain relationships of our directors and executive officers and related transactions
is presented under the caption “Certain Relationships and Related Transactions” in our definitive proxy
statement. That information is incorporated into this report by reference.

PART IV

Item 14. Controls and Procedures.
(a) Evaluation of Disclosure Controls and Procedures

Within the 90 days prior to the date of this report, our Chief Executive Officer and our Chief Financial
Officer carried out an evaluation, with the participation of our Disclosure Committee and our management, the
effectiveness of the design and operation of our “disclosure controls and procedures”, which are defined under
SEC rules as controls and other procedures of a company that are designed to ensure that information required to
be disclosed by a company in the reports that it files under the Securities Exchange Act of 1934 is recorded,
processed, summarized and reported within required time periods. Based upon that evaluation, our Chief
Executive Officer and Chief Financial Officer concluded that our disclosure controls and procedures were
effective.

(b) Changes in Internal Controls

There were no significant changes in our internal controls or other factors that could significantly affect
these controls subsequent to the date of the evaluation described in paragraph (a) above.
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Ttem 15. Exhibits, Financial Statement Schedules, and Reports on Form 8-K.
(a) Documents to be filed as part of this report:
(1) Financial Statements (see index to Item 8).
(2) Financial Statement Schedules.
The following financial statement schedule is filed as part of this report and should be read together with
our financial statements:

Schedule II—Valuation and Qualifying Accounts
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(3) Exhibits

The following table lists the exhibits filed as part of this report. In some cases, these exhibits are
incorporated into this report by reference to exhibits to our other filings with the Securities and Exchange
Commission. Where an exhibit is incorporated by reference, we have noted the type of form filed with the
Securities and Exchange Commission, the file number of that form, the date of the filing and the number of the
exhibit referenced in that filing.

Incorporated by Reference

Exhibit Filing Exhibit Filed
No. Exhibit Form File No. Date No. Herewith

2.01 Agreement and Plan of Reorganization dated as of
May 9, 2000, by and between Keynote and Velogic, Inc. §-K 000-27241 06-16-00 2.01

2.02 Agreement and Plan of Reorganization dated as of
August 18, 2000 by and among Keynote, Big Red
Acquisition Corporation, Digital Content, L.L.C. and the

members of Digital Content L.L.C. 8-K 000-27241 05-01-00 2.01
3.01 Amended and Restated Certificate of Incorporation. S-1 333-94651 01-14-00 3.04
3.02 Bylaws. 14A 000-27241 01-19-00 Annex B
4.01 Form of Specimen Stock Certificate for Keynote
common stock. S-1 333-82781 09-22-99 4.01
4.02 Third Amended and Restated Investors’ Rights
Agreement, dated as of April 26, 1999. S-1 333-82781 07-13-99 4.02
10.01 Form of Indemnity Agreement between Keynote and
each of its directors and executive officers. S-1 333-94651 01-14-00 10.01A
10.02 1996 Stock Option Plan. S-1 333-82781 07-13-99 10.02
10.03 1999 Stock Option Plan. S-1 333-82781 07-13-99 10.03

10.04 1999 Equity Incentive Plan and related forms of stock
option agreement and stock option exercise agreement. S-1 333-82781 08-23-99 10.04

10.05 1999 Employee Stock Purchase Plan and related forms
of enrollment form, subscription agreement, notice of

withdrawal and notice of suspension. S-1 333-82781 08-23-99 10.05
10.06 401(k) Plan. S-1 333-82781 07-13-99 10.06
10.07* Employment Agreement dated as of December 9, 1997
between Keynote and Umang Gupta. S-1 333-82781 07-13-99 10.08
10.08* Amendment Agreement dated as of November 12, 2001
between Keynote and Umang Gupta. 10-Q 000-27241 02-14-02 10.01
21.01 Subsidiaries of Keynote. X
23.01 Consent of KPMG LLP, independent auditors. X

*  Management contract or compensatory plan.

(b) Reports on Form 8-K

We did not file any current reports on Form 8-K during the year ended September 30, 2002.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant
has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized, in the City of
San Mateo, State of California, on this 20th day of December, 2002.

KEYNOTE SYSTEMS INC.
By: s/ UMANG GupTA
Umang Gupta

Chairman of the Board and
Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act, this report has been signed by the following
persons on behaif of the Registrant in the capacities and on the date indicated.

Name Title Date

Principal Executive Officer:

/s/  UMANG GUPTA Chairman of the Board, Chief Executive December 20, 2002
Umang Gupta Officer and Director

Principal Financial Officer:

/s/ JoHNJ. FLAVIO Senior Vice President of Finance and Chief =~ December 20, 2002
John J. Flavio Financial Officer

Principal Accounting Officer:

/s/ PETER J. MALONEY Vice President of Finance December 20, 2002
Peter J. Maloney

Additional Directors:

/s/ DAviD COWAN Director December 20, 2002

David Cowan

/s/ MOHAN GYANI Director December 20, 2002
Mohan Gyani

/s/  GEOFFREY PENNEY Director December 20, 2002
Geoffrey Penney
/s/ DEBORAH RIEMAN Director December 20, 2002

Deborah Rieman

/s/  STRATTON SCLAVOS Director December 20, 2002

Stratton Sclavos
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CERTIFICATION

I, Umang Gupta, certify that:
1. I have reviewed this annual report on Form 10-K of Keynote Systems, Inc.;

2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or
omit to state a material fact necessary to make the statements made, in light of the circumstances under which
such statements were made, not misleading with respect to the period covered by this annual report;

3. Based on my knowledge, the financial statements, and other financial information included in this
annual report, fairly present in all material respects the financial condition, results of operations and cash flows
of the registrant as of, and for, the periods presented in this annual report;

4. The registrant’s other certifying officers and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and
have:

a) designed such disclosure controls and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared;

b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within
90 days prior to the filing date of this annual report (the “Evaluation Date”); and

¢) presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

5. The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to
the registrant’s auditors and the audit committee of registrant’s board of directors (or persons performing the
equivalent function):

a) all significant deficiencies in the design or operation of internal controls which could adversely
affect the registrant’s ability to record, process, summarize and report financial data and have identified for
the registrant’s auditors any material weaknesses in internal controls; and

b) any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal controls; and

6. The registrant’s other certifying officers and I have indicated in this annual report whether there were
significant changes in internal controls or in other factors that could significantly affect internal controls
subsequent to the date of our most recent evaluation, including any corrective actions with regard to significant
deficiencies and material weaknesses.

Date: December 23, 2002

/s/  UMANG GUPTA

Umang Gupta
Chairman of the Board and Chief Executive Offer
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CERTIFICATION

I, John J. Flavio, certify that:
1. Thave reviewed this annual report on Form 10-K of Keynote Systems, Inc.;

2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or
omit to state a material fact necessary to make the statements made, in light of the circumstances under which
such statements were made, not misleading with respect to the period covered by this annual report;

3. Based on my knowledge, the financial statements, and other financial information included in this
annual report, fairly present in all material respects the financial condition, results of operations and cash flows
of the registrant as of, and for, the periods presented in this annual report;

4. The registrant’s other certifying officers and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and
have:

a) designed such disclosure controls and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared;

b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within
90 days prior 'to the filing date of this annual report (the “Evaluation Date”); and

c¢) presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

5. The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to
the registrant’s auditors and the audit committee of registrant’s board of directors (or persons performing the
equivalent function):

a) all significant deficiencies in the design or operation of internal controls which could adversely
affect the registrant’s ability to record, process, summarize and report financial data and have identified for
the registrant’s auditors any material weaknesses in internal controls; and

b) any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal controls; and

6. The registrant’s other certifying officers and I have indicated in this annual report whether there were
significant changes in internal controls or in other factors that could significantly affect internal controls
subsequent to the date of our most recent evaluation, including any corrective actions with regard to significant
deficiencies and material weaknesses.

Date: December 23, 2002

/s/ JoHN]. FLAVIO

Johin J. Flavie
Senior Vice President and Chief Financial Officer
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KEYNOTE SYSTEMS, INC.

SCHEDULE II

VALUATION AND QUALIFYING ACCOUNTS

BALANCE  ADDITIONS BALANCE
AT CHARGED AT
BEGINNING TO END OF
CLASSIFICATION PERIOD OF PERIOD OPERATIONS WRITE-OFFS  PERIOD
ALLOWANCE FOR DOUBTFUL ACCOUNTS
YEAR ENDED

September 30,2002 .............. ... $1,041,000  $2,022,000  $(1,825,000) $1,238,000
September 30,2001 . ......... ...l $ 714,000 $2,995,000  $(2,668,000). $1,041,000
September 30,2000 ................ ... ..., $ 255000 $ 896,000 $ (437,000) $ 714,000
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Transfer Agent
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